FEBRUARY 1959 


The President’s Page 


Practice in the Field 


of Taxation 


Profit Control in a 
Job Order Industry 


Robert H. Montgomery 


Revenue Rulings of 1958 
Affecting Individuals 


Regular Departments 


published monthly by 


he New York State Society 
of 
rtified Public Accountants 


Single Copy 50 Cents 
One Year $5.00 





VOL. XXIX NO. 2 


THE NEW YORK 


ccountant 





BECAUSE: 


you can’t afford to 
compromise with quality — 
Be certain . . . be safe with 
the new and improved 


CUPRESS Puw-<u 


Translucent tax forms for Bruning and 
Ozalid copying machines 


Check and compare these important advantages: 


Controlled translucency eliminates eyestraining, 
error-producing “show-through” without sacrificing 
superior reproduction results. Compare 


PERMA-LUCENT with any other brand! 


Now 25% heavier to permit thorough erasures — 
no markings left to confuse the eye. 


New patented Aquapel formulation provides 
stronger, finer, easier-writing surface — prevents 
tearing under sharp pencil point pressure. 


Amazing long life! We guarantee your file copies 
to be legible and copyable for up to 20 years! 
Ask to see laboratory reports, 


SOOO OHOSHEHHSEHEESHOSEESEHHOOEHSOOOOOOEOOOH OOOOH HHEHSOHOOHOHOEEOOOHOOOHELOSEONM 


REMEMBER: There‘’s no economy like quality! 


To obtain samples, laboratory reports and prices, simply clip 
this ad to your letterhead and mail today! 


New York State Form 42 CT is now in stock 
and ready for immediate delivery. 


"“CUPRESS 8 
NATION’S LARGEST PRINTERS OF TRANSLUCENT fe 


ACCOUNTING FORMS, BUSINESS FORMS 


Forms now being delivered 64 WEST 23rd STREET, NEW YORK 10, N. Y { 
: ( 


When writing to advertiser kindly mention The New York Certified Public Accountant 





RO Ne 





vA 








fo 


Oe or-on eI are a 


: eel 
= tiation st 
. — 























—any business and Meinhard. Why? Because 
our service is “‘old line” factoring—not just 
accounts receivable financing. We buy re- 
ceivables without recourse for credit failure, 
handle all collections and bookkeeping. 
Several of your clients might appreciate your 
telling them how they can combine their 
production talent with Meinhard’s financial 
resources and credit know-how. Contact us 
for full information. 


meinhard 
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390 4th Ave.,NLY.16- OR 9-3380 Akaaune 


founded on 


meinhard WESTERN INC. “Nga 
400 South Beverly Drive, Beverly Hills, California 
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Accounting News And Trends 


Governmental Accounting and 

Public Relations 

The California Society of CPAs con- 
tinues to aid in the development of 
standards in the field of governmental 
accounting and, in the process, is 
achieving some excellent public rela- 
tions. As pointed out in the December 
1958 issue of the State Society NEws- 
LETTER (published by the AICPA). 
any California city can gain state-wide 
recognition by submitting the winning 
entry for the “Municipal Accounting 
Award of the California Society of 
CPAs” which is presented annually to 
the city showing the most improvement 
in accounting. 

The award consists of two plaques: 
one is presented to the municipality in 
which improvement is judged to be 
greatest: the other to the official re- 
sponsible for the improvement, as desig- 
nated by the mayor. The improvement 
need not involve complete revision of 
the accounting system. Entries may 
concern budgetary control, property 
accounting. cost systems. machine ac- 
counting, or other areas of financial 
control. 

This award receives increased inter- 
est every year and has added to the 
prestige of the accounting profession 


among municipal officials. 
Substandard Auditing 


In discussing the fact that substandard 
audit work is one of the major prob- 





AccouNnTING NEWS AND TRENDs is con- 
ducted by Cuarves L. SAvace, CPA 
and member of the New York Bar. He 
is presently serving as a member of our 
Society's Committee on Legislation. 

Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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lems of the profession. Mr. Paul §, 
Lovoi (CPA Lepcer. Oklahoma Society 
of CPAs. November-December. 1958) 
sets forth this brief definition: Sub. 
standard auditing involves the material 
omission of a generally accepted audit- 
ing procedure applicable in a particular 
circumstance. 

He also points out that a problem of 
equal importance is that of substandard 
reporting which includes the failure to 
disclose a material fact. the failure to 
report material departures from gener- 
ally accepted accounting principles, and 
the expression of an opinion on repre- 
sentations in financial statements when 
the scope of the audit work precludes 
such expression. 

The Rules of Professional Conduct 
of the AICPA lists, as Rule No. 5. those 
acts deemed to be discreditable to the 
profession which fall within the scope 
of the definition of substandard audit 
work. 

The long-form report may contain in- 
formation indicating substandard audit- 
ing. For example, a report may include 
an unqualified opinion by the account- 
ant and also a statement in the inventor) 
section of his comments that the inven- 
tories were not observed. The balance 
sheet reveals that inventories were a 
material item. The accountant has not 
complied with the generally accepted 
auditing standard of making a suitable 
observation of the inventory: nor has 
the accountant stated that he has satis: 
fied himself as to the propriety of the 
inventory by other means, if that is the 
case, as required by Statement on Audit- 
ing Procedure No. 26, issued by the 
Committee on Auditing Procedure of 
the AICPA. 

Drawing upon a survey of audit re- 
ports made by the AICPA in 1951, the 
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R. G. WALLACE, MODERN HEADQUARTERS of the R. G. Wal- 
President. lace Company, Inc., in Culver City, Cali- 
fornia, Aircraft Hardware Manufacturer. 





THIS NATIONAL ‘ACCOUNTING MACHINE handles all record-keeping 
work quickly and efficiently, supplying the R. G. Wallace Company with 
important accounting information that is readily available at all times. 


“Our Cattonal pi pg 
saves us 4800 ayear... 


pays for itself every 9 months.” 
—R. G. Wallace Company, Inc., Culver City, California 


“Much of our success is due to mechanization of our book- In your business, too, National ma- 
keeping with a National System,” writes R. Wallace of R. G. chines will pay for themselves with 
Wallace Company, Inc. the money they save, then continue 

“Our National handles many records with speed and accu- savings as annual profit. Your nearby 


racy and it provides us with valuable business information National man will gladly show you 
that is always immediately available. Although our National how. Or write us at Dayton gt 
handles complex accounting jobs with top speed and efficiency, 9, Ohio. oh 
it is simple to operate. Any employee in our office can easily 


learn to operate our National Machine. *TRADE MARK REG. U.S. PAT. OFF. 
“Through increased efficiency 

and reduced record-keeping costs, dhlne. * 

our National System saves us more 


than $7,800 a year, pays for itself President, 

every 9 months.” R. G. Wallace Company, Ince ACCOUNTING MACHINES 

THE NATIONAL CASH REGISTER COMPANY, Dayton 9, Ohio ADDING MACHINES - CASH REGISTERS 
1039 OFFICES IN 121 COUNTRIES cr paper (No Carson Required) 


75 YEARS OF HELPING BUSINESS SAVE MONEY 
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Our 19th Year 


Serving all industries 


William 
. Schnuer, 
BBA-MBA 
“I can help you secure 
Dependable 
hard-to-get male and 
female personnel” 


Our highly skilled staff 

of personnel specialists 

can solve your needs as 
well as your clients’. 


* Public 
Juniors, Semi-seniors, Seniors 


* Internal 
Treasurers, Comptrollers, Tax, 
Budget, Cost, Chief, Systems. 
Auditors 


* Bookkeepers—Office Managers 
Full Charge and Assistants 


For prompt, efficient 
service, call 


BRyant 9-7664 


EMPLOYMENT AGENCY 


100 West 42nd St. 
New York 36 
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author cites these typical inadequate 
auditing procedures (assuming in each 
case that the amounts of the particular 
items are material) : 


1. The reliance on an inspection of 
notes receivable and the failure to sub. 
stantiate the note balances by direct 
confirmation. 


2. The failure to secure confirmation 
of securities held by an outside cus- 
todian. ~ 


3. The acceptance of balances owed 
to banks, trustees and mortgagees with- 
out seeking confirmation by direct com- 
munication with creditors. 


4. The failure to examine securities 
held. 


5. The omission of precedures de- 
signed to reveal important “events sub- 
sequent to the date of financial state- 
ments.” 


International Cooperation for the 
Advancement of the Profession 


An excellent illustration of interna- 
tional cooperation for the advancement 
of the accounting profession is reflected 
in the First Semi-ANNUAL PRocREsS 
Report (December 1957 to June 1958) 
covering the work of New York Uni- 
versity in helping educational institu- 
tions in Israel establish a program in 
business administration and industrial 
management. The report was prepared 
by a member of our Society, Professor 
B. Bernard Greidinger of N.Y.U., co- 
ordinator of the program. Of particular 
interest to CPAs is the projected curri- 
culum in accounting which appears to 
cover a three-year period. The sug: 
gested courses are: first year—intro- 
duction to accounting; second year— 
cost, advanced accounting, and analysis 
of financial statements; third year— 
controllership, budgetary accounting. 
and auditing. 
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Announcing nae 


a new and improved 


ACCOUNTANTS LIABILITY 
INSURANCE PLAN 


Members of the New York State Society of Certified Public 
Accountants may now obtain Professional Liability Insurance 
on an exceptionally favorable cost and coverage basis. 
Some of the special features of the new plan are: 

e@ Substantially reduced starting rates. 

e Premium discount (1673%) for three year 

term. 
e 10% premium refund for no claims. 


e Loss limits up to $500,000 maximum. 


e Improved policy contract incorporating C.P.A. 
designed special features. 
For premium quotation or new descriptive brochure phone 


or write the Administrators of the Plan. 





HERBERT L. JAMISON & Co. 


270 MADISON AVENUE, NEW YORK 16 bd Murray Hiv 9-1104 
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Letters to the Editor 


S. Eliot and Collapsible 
Corporations 


The Whalen-Schlosser-Friedman_ cor- 
respondence in the October 1958 issue 
of THe New York CEerRTIFIED PUBLIC 
ACCOUNTANT regarding collapsible cor- 
porations was most interesting. | read 
the letters a number of times and, as | 
did. a pattern began to form in my 
mind, as I followed the writers through 
the sections and subsections. The pat- 
tern became a poem and a Copy is en- 
closed should you wish to print it. 


COLLAPSIBLAND 


(With a small apology to T. S. Eliot) 


337 is the cruelest Section. 

holding out hope. snatching it away. 
Do you or don't you have the election 
is il strangely yes or no today i. 

Will your corporation collapse and fall 
or can you escape that terrible curse? 
Where’ can comfort be found, if at all. 


does 311 make it better or worse ? 


311 states clearly under parenthesis (b) 
that the answer is yes. provided, of 
course. 
(there's always a proviso, unfortunately. 
and off we must ride on another horse). 


So away we go and hold on to your hat 


past (d) (3) and the limitation 
provision. 
Doubling back to (b) (1) and could 
that 
he it. the key to a final decision? 
But no, we're off and running again 
taking (b) (3) easily in stride, 
then faltering and almost giving up 
when 
\ to D must be satisfied. 


The words swim by and the senses reel, 
“construction.” and “as 
defined.” 


“Purchase.” 


Just try to get back on an even keel 
and Section 333 attacks the wavering 
mind. 


One question, please. from a head ready 
to burst. 

as it twists and turns constantly. 

Which is more likely to collapse first 


the corporate structure—or me? 


IRVING Marcuse. CPA 
(Atlantic Design Company) 
Newark. New Jersey 


Consistency and a First Engagement 


I should like to express disagreement 
with the conclusions indicated under the 
title of “Consistency and a First En- 
eagement” in the December 1958 issue 
of Tur New York CERTIFIED PUBLIC 
\CCOUNTANT (at page 844). which were 
quoted from a release of the Michigan 
Association of Certified Public Ae- 
countants. 

| do not think that the auditor or- 
dinarily should deny an opinion as to 
consistency in a first engagement, 
whether or not the financial statements 
for the preceding year were examined 
hy another accountant. On the con- 
trary. it seems to me that usually he 
should satisfy himself that the account 
ing principles followed during the cur- 
rent period are not substantially differ- 
ent from those followed during the pre- 
ceding period, and it further seems to 
me that he should be able to do this 
without extending his normal auditing 
procedures materially. Accordingly, I 
think that under normal circumstances 
the auditor should be in a position to 
express an opinion on a first audit, in 
the language of the standard short-form 
report. 
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Accountants! 


Tax Returns, 
Reports and 
Work Sheets 


Reproduced on 
**BRUNINGS” 


by experts 
on premises 


Also 
THERMO-FAX 
COMPLETE 
PHOTO-COPYING 


and 


MIMEOGRAPHING 


Accurate and Attractive 


TYPING 


Of Accountants’ Reports— 
Thoroughly Checked— 
Highly Skilled 


Personalized Service 


LILLIAN SAPADIN 


501 Fifth Avenue 
(corner 42nd St.) 


New York 17, .N. Y. 
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MUrray Hill 2-7364 
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Further, I believe that for the initial 
period of operations it is appropriate to 
express an opinion as to whether gen. 
erally accepted accounting principles 
have been applied on a consistent basis, 
It would be possible to follow one prin- 
ciple for a part of the period and an. 
other principle for the remainder of the 
period and arrive at an answer different 
from that which would have been pro- 
duced if the same principle had been fol- 
lowed throughout the period. 


WeELpDoN Powe Lt, CPA 
(Haskins & Sells) 
New York, N. Y. 


Reproduction of State Tax Forms 


The State Tax Commission has is- 
sued an important ruling. dated Novem. 
ber 24, 1958, which sets forth certain 
rules for reproducing New York State 
tax forms. Because this matter is of 
vital interest to the practitioner, | am 
submitting a copy of this ruling which 
you may wish to reprint in THE New 
York CERTIFIED PuBLIC ACCOUNTANT. 


STATE TAX COMMISSION RULING OF 
NOVEMBER 24, 1958 


Income tax forms IT-115, IT-201, 
IT-202, IT-203, IT-204, IT-204-A, 
IT-205, IT-205-A, IT-206 and IT-207 
required to be filed under Articles 16 
and 16-A of the Tax Law may be repro- 
duced subject to the following condi- 
tions and limitations: 


1. Forms reproduced on one side of 
a sheet must be reproduced on paper 
not less than 16 lb. paper or more than 
30 |b. paper. Forms reproduced on 
both sides of a sheet of paper must be 
reproduced on paper not less than 18 
lb. paper or more than 30 Ib. paper. 
Forms must be reproduced on the same 
color paper as that used on the par- 
ticular form furnished by the Income 
Tax Bureau, that is, blue paper for 


1958 forms IT-201, IT-202, IT-204 and 
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te to 
gen- Not long ago, a special analysis ap- 
iples peared in the Journal of Accountancy 
— which created considerable interest. 
ail Its title was, “How to Meet Today’s 
ra ——S New Financial Requirements Through 
the ‘ a ‘ ’ 
baa Modern Factoring.” Its subject is 
pro- sbn wee ae ee especially applicable today, as_busi- 
fol. NEW FINANCIAL nessmen prepare financially for the 
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| IT-207, salmon colored paper for 1958 
form IT-203, light green paper for 1958 
forms IT-205 and IT-206, and white 
| paper for 1958 forms IT-115. IT-204-A 
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The color of reproduced images 
(letters. numbers. lines. etc.) must be 
the same as that used on the forms fur. 
nished by the Income Tax Bureau, that 
| is. black for all 1958 returns. 


3. All pages of the forms must be re- 
produced. even though no entries are ne- 
cessary on some of the pages. 
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Where forms are reproduced on 
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Bank Credit 


Insurance 


APPRAISAL AFFILIATES, INC. 


335 BROADWAY, NEW YORK, N. Y. 
BA 7-3571 











Investment 


Information 






; 42 Broadway 
New York 4, N. Y. 
Digby 4-7140 
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JUSTIN JACOBS 
Peter P. McDermott & Co. 








“Pm available for employment 


- - - I’m an Accountant. 
Of course, I’m registered « 
at the MAXWELL = 
AGENCY.°* 





Typical of the many screened © 
Accountants, Bookkeepers , 
and other office personnel 
available through Maxwell 
Employment Agency. List = 
your requirements. Expect | 
unusually good results. 


MAXWELL 


employment agency © eS. 
130 W. 42 St., N.Y.C. 36, N.Y. LOngacre 4-1740 
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parent film stripping having the same 
adhesive properties and tensile strength) 
must be used to join left edge of page ] 
to right edge of page 4. Staples may 
be used to join top of page 1 with top 
of page 2, and top of page 3 with top 
of page 4, provided the open edges of 
the staples are on the inside. Pages 
must be in correct sequence. 


6. Forms must be folded or cut to 
814" x 11”. If folded, they will be ac- 
cepted if stapled back to back at the 
top of the page, with the open edges of 
the staples on the inside. (If cut to 
816” x 11”, see instructions above.) 
Pages must be in correct sequence. 


7. Where forms are reproduced on 
both sides of a single sheet size 814” x 
11”, they must be bound on the left- 
hand side by an acetate film adhesive 
(Scotch polyester film tape No. 850, or 
any other type of transparent film strip- 
ping having the same adhesive proper- 
lies and tensile strength). Pages must 
be in correct sequence. 


8. Where forms are reproduced on 
both sides of a sheet size 814” x 22” 
and the same as 814” x Il” 
sheets (see instructions above). 


bound 


9. The name and address of the tax- 
payer must be printed or typed and the 
forms submitted must be signed by the 
taxpayer. A reproduction of such signa- 
ture is not acceptable. 

10. The reproduced form must be legi- 
ble both as to form structure and filled- 
in matter. 

11. The Income Tax Bureau reserves 
the right to reject any reproduced form 
which does not meet the preceding spe- 
cifications. 


[END OF RULING] 


Sipney BLUMENBERG, CPA 


Chairman, Committee on 
New York State Taxation 
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may TYPING '| ACCOUNTS RECEIVABLE 
, = High standards of quality work, ex- | * 
Pi clusively for C.P.A.s, typed on IBM |] | 
. of electric typewriters and thoroughly | NON NOTIFICATION 
ages checked. | ALSO 
| MACHINERY LOANS 

ei BRUNING REPRODUCTION #I# titicaidl Melinda 

the OF TAX RETURNS | Reasonable Rates 

me AND REPORTS | 

: Our skilled financial advisors are 





t | ; : aca 
. Government approved methods. |f | available at all times. No obligation. 
Delra 


Free pick up and delivery. 


| on EmiLy GAGLIANO 


Trading Corporation 


0” x Ave. J & 16th Street | 
left. Brooklyn 30, N. Y. | 147 West 42ND STREET 
sive CLoverdale 8-5090 New York 36, N.Y. 


. or a : 
“e 17 years C.P.A. experience Mr. Altman — LOngacre 3-4127 
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tax form reproduction 
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« 24 hr. delivery guaranteed 


Call or write for price list 


al photocopy, inc. PL-1- 0440 
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65 East Fifty-Fifth, N. Y. C. 
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Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. 


$2.00. 


“Business Opportunities”’ 
words. 


15¢ a word, minimum $3.00. 
Closing date, 10th of month preceding date of issue. 


“Situations Wanted” 10¢ a word, minimum 
Box number, when used, is two 


ADDRESS FOR REPLIES: Box number, The New York Certified Public Accountant, 677 Fifth 


Avenue, New York 22, N. Y. 


HELP WANTED 
CPA-Attorney-Editor, wanted by a leading 
professional journal, man or woman with 
thorough knowledge theory and practice of 
taxation, writing and editorial judg- 
ment required, full or part-time, career oppor- 
tunity possible. Box 1665. 


SITUATIONS WANTED 


Immediately Available, accountants, office 
managers, bhookkeepers. Bookkeepers & Ac- 


good 


countants Division, Maxwell Employment 
Agency, 130 West 42nd Street, N. Y. C,, 


telephone LOngacre 4-1740. 


Financial Executive, CPA, law degree, over 
25 years extensive experience, public, private, 
recently assistant comptroller manufacturing 
company, progress blocked, seeks more chal- 


lenging opportunity, excellent references, 
$10,000, also available weekends to busy 


Box 1644. 


practitioner. 


CPA, nine years large and small firm tax 
and audit background available per diem in 
N. Y. C. or Westchester. Box 1645. 
Accountant-Tax, CPA, LLB, Federal, foreign, 
and State, seven years corporate tax experi- 
ence. Box 1652. 


CPA-Attorney, 15 years heavy tax and 
auditing experience with reputable large firm, 
seeks position leading to partnership. Box 
1653. 


CPA-MBA, five years diversified public ac- 
counting experience, heavy tax background 
in preparation and review of tax returns, de- 
sires position in tax department of CPA firm. 
Box 1654. 


CPA-Attorney, LLM, former revenue agent, 
subsequently 15 years broad tax practice, 
specializing estate planning, income tax, state, 
local taxes, research, review, opinions, exami- 
nations, protests, Appellate and other level 
conferences, petitions Tax Court, etc., avail- 
able per diem, part-time, other suitable ar- 
rangements. Box 1656. 

CPA, Phi Beta Kappa, MBA, Society mem- 
ber, 12 years public accounting experience, 
desires private accounting position. Box. 1657. 
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Law School Graduate, with accounting de- 
both, com- 
1658, 


gree seeks position combining 
mensurate with his experience. 


GLenmore 1-2963. 


Box 


Tax Accountant, attorney, IRS experience, 
proficient tax planner, researcher, reviewer, 
brief writer, conscientious, efficient, full time, 
per diem. Box 1659. 


Per diem, CPA, MBA, Society member, age 
30, diversified experience, available 10-12 days 
per month. Box 1660. 


CPA, part-time, available Saturdays, Sun- 
days, evenings, Queens or N. Y. C., nine 
years diversified experience, automobile. 
Hickory 5-0629 or Box 1661. 

Statistical Typing, accurate and _ attractive 
typing of reports, tax returns done on IBM 
electromatic, $2.75 hr. Sandra Goldsmith, 
MU 2-4777. 


CPA, tax accountant, LLM taxation, experi- 


enced tax research, planning, protests and 
petitions, available per diem N. Y. C. area. 
Box 1666. : 
BUSINESS OPPORTUNITIES 

Mail and Telephone Service, desk pro- 
vided for interviewing, $6.50 per month, 
directory listing. Modern Business Service, 
505 Fifth Avenue (42nd Street). 

Practice Wanted, substantial terms, know- 


how offered overburdened or retired practi- 
tioner, CPA, N. Y., N. J., AICPA, IE, MBA. 
Box 1646. 


Well Equipped CPA Firm, will purchase 
all or part of the practice of overburdened 
or retiring accountants, substantial cash or 
attractive retirement arrangements will be 
offered. Box 1647. 


CPA, desires to purchase practice, New York 
City area, honor graduate, excellent tax and 
accounting background, specializes in highest 
type professional service to small and medium 
size accounts, excellent financial terms, re- 
plies held strictly confidential. Box 1648. 
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BUSINESS OPPORTUNITIES 


(PA, 38. now earning $9,000 as partner in 
medium CPA firm, seeks progressive and 
vowth minded firm, willing to relocate. Box 
1649. 


Philadelphia CPA Firm, will purchase prac- 
representation in’ Pa., 
1650. 


tice provide 


NoE, Md. Box 


cpA-Attorney, tax specialist, former revenue 
qvent and technical adviser will act as your 
conducting tax and estate 
and_ litigation, mutually 
Box 1651. 


and/or 


Del. 


tax department, 
research, 
arrangement, 


planning, 
acceptable 


Statistical Typing, reports, tax returns ac- 
curately and attractively typed, thoroughly 


checked, highly experienced, reasonable rates. 


RO 4-7539, RO 4-9675. 


Ozalid Bambino for sale, 
BRyant 9-0048. 


Anne Steinfeld, 
used three months, 
reasonable. 


One or Two Private Offices, available in 


(PA suite, new, air-conditioned building. 
Bruning and other office equipment, tax 
services and library available. WHitehall 
2660. 

CPA, 20 years public accounting and tax 
experience, modest practice, desires associa- 


tion with firm that can use superior services. 


Box 1655. 


Wall Street Vicinity, sublet desirable office 
space, very reasonable. WH 3-9730 
CPA Office, has available to sublet large spa- 


cious furnished — air-conditioned 


rooms, 1 or 2, stenographic 


completely 
and telephone 
Joseph D. Blau 
Cl 6-6500. 


services if desired. 
57th Street, 


answering 
& Co., 1790 Broadway, 


CPAs. N. Y., Mass., Calif., established over 
35 years in lower Manhattan seek N. Y. CPA 
with law degree with or without practice, as 
partner, please write fully. Box 1662. 

CPA, has office in Flatiron Building and 


wishes to share same with another practitioner 
for mutual benefit. Box 1663. 


Public Accountants, 
established, seek CPA of 
with quality practice of $25,000 plus, 
with medium-size, 


midtown, 
partnership 


Certified 
well 
stature, 
who associate 


Box 1664. 


APPRAISALS 


NATIONAL ORGANIZATION OF 
APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


pITTSBURGH 6 CHURCH STREET ATLANTA 
PHILADELPHIA NEW YORK, N. Y. gr “tours 


wishes to 
progressive firm. 
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J. M. TENNEY 
CORPORATION 


Realty Investments 


535 Fifth Ave. OX 7-0636 
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Tax Form Reproduction 


BY GOVERNMENT APPROVED 
METHODS 


FOR EXPERIENCED, 
PROFESSIONAL, RELIABLE WORK, 


CALL 


Circle 6-9657 
Bell Studios 


200 W. 57th STREET 
NEW YORK CITY 


























BLADES & MACAULAY 
INSURANCE ADVISERS 


& 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD ST. NEWARK 2,N. J. 
Established 1926 

















Binding The New York Certified 


Public Accountant 


When the magazines are supplied by the 
subscriber, the binding charge $4.00, 
plus 12¢ N. Y. C. sales tax. Each bound 
volume includes twelve issues. 


magazines to be 
delivered to 


orders and 
be mailed or 


Binding 

bound should 

THe New York State Society OF 
CerTiFieD Pusitic ACCOUNTANTS 

| 8 Fifth Avenue, New York 22, N. Y. 
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does the (, 


RENT SECURITY 


your clients hold earn its keep? 


Suggest to the Landlords and Real Estate Agents among 

your clients that they use a single Ninth Federal RENT 
SECURITY Trust Account for all the security funds under their 
control. Then RENT SECURITY will ‘earn its keep’’— -+- PLUS! 
The share of each tenant will be insured to $10,000. by the 
Federal Savings & Loan Insurance Corporation. You, individually, 
or on behalf of a corporation (within a $10,000. limitation) 
are always welcome to use our many services. Drop 
in at any office and learn why NINTH FEDERAL 

is really the HOME OF SAVINGS + PLUS. 


NINTH FEDERAL SAVINGS 
AND LOAN ASSOCIATION 


Manhattan — WI 7-9119. Hours: Monday thru Thursday 9-3; Friday 9-6 

1457 BROADWAY at Times Square, N. Y. 36 805 U. N. PLAZA at E. 45th St. N. Y. 17 
Bronx — Hours: Monday 9-3 and 5-8; Tuesday thru Friday 9-3 

66 E. BURNSIDE AVE. at Walton Ave., Bronx 53 1580 WESTCHESTER AVE. at Manor Ave., Bronx 72 


NINTH FEDERAL SERVICE — Complete ... Prompt... Courteous 
Resources over $100 Million 


ACCOUNTANTS... BOOKKEEPERS 


{| = ° 















SAVE... 15 to 60 minutes each and every month on each and every account you service, and 


AVOID ee The costly errors incurred in transposing columnar headings when carrying forward 
to the following page, and 


STANDARD «ee Columnar arrangements for all journals using 944” x 117%” sheets, and 
PERMANENT «eerecords are simple and neater; merely file the Columnar Guides© with your 


journal sheets at the end of the fiscal year, aes COLUMNAR GUIDES® | 








«Mail Coupon Now 

















Accountant's Aid N.Y.S. Sold in sets of 100 columnar sheets and 
46 W. Sunrise Highway, Freeport, L.I., N.Y. the COLUMNAR GUIDES®. Indicate 
Rocaeed is SE ET pete —_—_—_-Sets number of columns wanted per sheet, 

° LUMNAR GUI or Bi Rete . . 

Circle = of Columns—6, 8, 10 with name space, 10 without, with or without name space or double | 
16 or 20. page. ONLY $3.50 per set. 
Print name here_____ ne *Accountant’s discount — 20% 

Address —_____ - ACCOUNTANT’S AID 

hy = , State 146 W. SUNRISE HIGHWAY, FREEPORT, L./., N.Y. 





90 When writing to advertiser kindly mention The New York Certified Public Accountant February 


















ACCOUNTS RECEIVABLE 


LOANS 
@ 
LOWEST RATES 
NON-NOTIFICATION 


Members of Assoc. Commercial Finance 
Companies, Inc. and New York Credit 
and Financial Management Assoc. 


Ser ving 
LA. 4-766 1 Morton Jolles Your 
Clients 


SERVICE FACTORS CO. Baez 


450 SEVENTH AVE. NEW YORK, N. Y. 











FACTORY NEW 


ELECTRIC ADDING MACHINES 


UNDERWOOD $168.50 Plus Fed. T. 
CLARY $169.50 Plus Fed. T. 


" i. BURROUGHS $198.50 Plus Fed. T. 














a OF FACTORY NEW 
gas ELECTRIC 
ao ADDING MACHINES 
Z ities i. AND CALCULATORS 
oe $15°° ner month 
also Rentals of Typewriters 
* | ERIC STEINER, Inc. 55 W. 42nd ST. 
SUBWAY ARCADE LO 5-4126 Dept. 2 
y ¢ 
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MR. “MEADOW BROOK” 


Why settle for less, particularly when this additional cash would 
mean additional profit and progress for your business. 





These monies are available for months or years. No maturities; 
thus no necessity of negotiation for renewals. 


You pay only for the actual cash used from day to day. No | 
hidden charges; no specific term contracts. A revolving credit plan 
can be arranged to fit your needs. For complete details contact 
Mr. Henry J. Dengel or the officers at any of our conveniently located | 
branches throughout Nassau County. 








the 


mational bank 





Convenient Offices Throughout Nassau County 


MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 
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The President's Page 


Cooperation with the Bar 


Elsewhere in this issue is reproduced the complete 
text of the joint statement with respect to the inter- 
relationship of the two professions, particularly in the field 
of taxation, as promulgated by the New York State Bar 
Association and the New York State Society of Certified 
Public Accountants. This statement is preceded by the 
text of a joint announcement by the Presidents of the two 
organizations. The joint statement has been approved by 
the Executive Committee of the New York State Bar 
\ssociation and was approved unanimously by the Board 


of Directors of your society on January 7, 1959. 


The approval of the joint statement by the Directors 
of your society constitutes another forward step in the 
development of a proper relationship with the legal pro- 
fession. It is mandatory that our profession live within 
the spirit of this statement as we are entitled to expect 
that the legal profession will abide by its commitments. 
It has been apparent for a considerable period of time 
that controversies between us are not in the interest of 
either of the professions nor in the interest of the public. 
The agreed-upon procedure for the amicable solution of 
differences represents a program which is of positive 


advantage to the public and to both professions. 
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It would be overly optimistic to assume that every 
problem that may arise has been resolved. On the other 
hand, one must agree that the statement points the way 
to a better understanding between the two professions 


and inures to the benefit of the public. 


Men of good will of both professions will applaud the 
efforts of their respective committees in reaching the 
present state of cooperation. This spirit of cooperation 
will continue and will be strengthened through the pro- 
cedures for discussion of any differences that may de- 


velop in our relationships. 


Howarp A. WITHEY, 


President 


February 
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Official Release 


Joint Statement Relating to Practice 
in the Field of Taxation 


The joint statement has been approved by the Executive Committee 
of the New York State Bar Association and by the Board of Directors 
of the New York State Society of Certified Public Accountants. 
Likewise reprinted is the joint announcement by the Presidents of the 
two organizations. Unanimous approval of the two documents was 
voted by the Board of Directors on January 7, 1959. 


Joint Announcement by the Presidents of the New York State 
Bar Association and the New York State Society 
of Certified Public Accountants 


We are happy to announce that the 
New York State Bar Association and 
the New York State Society of Certified 
Public Accountants have concluded a 
Joint Statement with respect to the 
inter-relationship of the two professions, 
particularly in the tax field, and provid- 
ing for machinery to resolve disputes 
which in the future may arise between 
them. 

While pointing out that certain areas 
of professional activity are solely within 
the competency of one profession or the 
other and that certain other areas are 
within the competency of both, empha- 
sis is placed upon the propriety in the 
public interest of close collaboration be- 
tween members of both professions in 


1959 


those large areas, especially in the tax 
field. where the legal and accounting 
aspects are interrelated and overlap. 

The Statement also provides for the 
establishment of a Joint Committee to 
be known as the “Joint Practice Com- 
mittee of Lawyers and Certified Public 
Accountants”, which will be charged 
with the investigation of alleged im- 
proper interprofessional conduct by 
either a lawyer or a certified public 
accountant. The Committee will report 
its findings of the facts and where 
appropriate will make recommendations 
as to the disposition of matters before 
it. 

Both organizations understand, as the 
Statement by its terms makes clear, 
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that not every problem that exists or 
may arise between the two professions 
has been resolved. But both agree that 
the Joint Statement which is released 
herewith, points the way to a_ better 
understanding between the two profes- 
sions and will lead to closer cooperation 
between lawyers and certified public 
accountants in this State. 

It is a matter of great personal satis- 
faction to both of us to be able to 
report that while the negotiations lead- 
ing up to the adoption of the Joint 
Statement have extended over a con- 
siderable period of time, they have. 
without exception, been cordial and in 
the best traditions of our respective 
professions. 

S. Hazarp GiLvespie, Jr. 
President. New York State 

Bar Association 

Howarp A, WiTHEY 

President. New York State Society 
of Certified Public Accountants 


Members of the Joint Committee 
which developed the Joint 
Statement are 
Vew York State Bar Association 
RatpH M. Anprews of Buffalo. 
Chairman 


GEORGE CLEARY 
City 


of New York 


CuHares L. Kapes of New York 
City 
JosepH H. Murpeuy of Syracuse 


Lestige M. Rape of New York 


City 
Weston VERNON. Jr. of New 
York City 


Vew York State Society of Certified 
Public Accountants 
Joun W. Ot EENAN of New York 
City. Chairman 
Henry E. GREENE of New York 
City 


CHarLes A. Hoyer of New 


York City 
B. KAHN of New York 


SIDNEY 

City 
Lesiuiz Mitis of New York City 
Met D. Moersu of New York 


City 
Maurice W. Powers of Syracuse 
Mark E. RicHarpson of New 
York City 
Davip Zack of New York City 


Joint Statement Relating to Practice in the Field of Taxation 


Promulgated by the New York State Bar Association and 
the New York State Society of Certified Public Accountants 


The intricacies of both our federal 
and state tax systems more and more 
demand the professional services of 
lawyers and certified public account- 
ants. While the primary function of the 
lawyer is to advise the public with 
respect to legal implications involved in 
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tax matters and the certified — public 
accountant has to do with the account 
ing aspects of them. frequently the legal 
and accounting phases are so_ inter 
related. interdependent or overlapping 
that they are difficult’ to distinguish. 
In 1951. the National Conference of 
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Joint Statement Relating to Practice in the Field of Taxation 


Lawyers and Certified Public Account- 
ants considered these problems and 
adopted a Statement of Principles as a 
guide for both professions in dealing 
with them. The New York State Bar 
Association and the New York State 
Society of Certified Public Accountants 
concur in and ratify that Statement. 

As pointed out in the Statement of 
Principles, in some areas clear lines 
of demarcation are possible between the 
professional services which should be 
undertaken only by a lawyer and those 
which should be undertaken only by 
a certified public accountant. For in- 
stance, only a lawyer may prepare legal 
documents such as agreements, convey- 
ances, trust instruments, wills, corporate 
minutes or give advice as to legal sufli- 
ciency or effect of any such instrument 
or take the necessary steps to create, 
amend or dissolve a partnership, cor- 
poration, trust or other legal entity. 
It is equally clear that only an account- 
ant may properly advise as to the 
preparation of financial statements in- 
cluded in reports or submitted with tax 
returns or as to accounting methods 
and procedures. 

In other areas it is settled that cer- 
tain matters are within the competency 
of both professions. This is true for 
instance in the preparation of federal 
income tax returns, although it is rec- 
ognized by both professions that if a 
substantial question of law or account- 
ancy arises in the preparation of a 
return, it should be referred to a mem- 
ber of the appropriate profession. 

In the large areas in the tax field 
where the legal and accounting aspects 
are interrelated and overlap, it is often 
in the public interest that the services 
of both professions be utilized. Indeed, 
experience has shown that a lawyer and 
a certified public accountant working 
together on behalf of a common client 
in the tax field constitute a very effective 
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team. When the lawyer and accountant 
have joined hands in the preparation 
and presentation of a case before the 
Internal Revenue Service, the taxpayer 
is most effectively represented. It is not 
intended, of course, that the services of 
both a lawyer and a certified public 
accountant need be utilized in matters 
which do not involve uncertainties as 
to legal or accounting questions or in 
matters of minor significance, particu- 
larly where litigation is not indicated. 

The services of a lawyer should be 
obtained in connection with the organ- 
ization of corporations, effecting cor- 
porate reorganizations, the creation of 
partnerships and trusts, the setting up 
of pension and profit-sharing trusts and 
the like, since in these matters there 
are involved not only very complex tax 
statutes but also substantial non-tax 
legal problems under State law. On the 
other hand, the services of a certified 
public accountant should be obtained 
in connection with the accounting prob- 
lems and effects of the organization and 
re-organization and development of cor- 
porations, partnerships, and trusts, in- 
cluding pension and _ profit-sharing 
trusts; with the accounting problems 
involved in income determination, such 
as questions relating to operating losses. 
earnings and profits, surplus accumula- 
tions and the like; and in those matters 
requiring the experience and training 
of the certified public accountant in the 
fields of financial and _ operational 
planning. 

In those cases, where it is important 
to the client’s cause that a client’s com- 
munications remain privileged, it may 
well be imperative that the lawyer bear 
a rather larger share of the total respon- 
sibility for a matter than would other- 
wise occur in deference to the rule 
that certain communications by a client 
to a lawyer are privileged while those 
to an accountant are not. In criminal 
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tax investigations, the services of a 
lawyer should be obtained to protect 
the legal and constitutional rights of 
the client. 


Procedure for Amicable Solution 
of Controversies 


The New York State Bar Association 
and the New York State Society of Cer- 
tified Public Accountants each shall 
designate three of its members and, in 
addition, two or more alternates, to 
constitute a joint committee to be 
known as the “Joint Practice Commit- 
tee of Lawyers and Certified Public 
Accountants”. The committee shall in- 
vestigate disputes involving lawyers or 
certified public accountants in which it 
is alleged that a lawyer is or has been 
practicing accountancy or that a certi- 
fied public accountant is or has been 
practicing law. When any such alleged 
improper interprofessional conduct by 
either a lawyer or a certified public 
accountant comes to the attention of 
either the Association or the Society, it 
shall be referred for action to the Joint 
Practice Committee. 

The committee at its initial meeting 
shall designate a chairman from among 
its members to serve for one year. 
Thereafter the chairman shall be desig- 
nated in alternate years by the Associa- 
tion and the Society. 

The chairman shall, as soon as may 
be practicable, arrange for a full and 
impartial investigation of any matter 
properly referred to the committee, or, 
if the chairman becomes aware of any 
such cases, he may initiate action with 
respect thereto. The chairman, in his 
discretion, may refer said allegations 
for investigation to a subcommittee con- 
sisting of not less than one lawyer mem- 
ber and one accountant member but the 
report of any such subcommittee shall 
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in all cases be submitted to the full 
joint committee for final action. Final 
action of the joint committee shall be 
taken only at a meeting at which a 
quorum is present. A quorum shall 
consist of six members, three of whom 
shall be lawyer members and three of 
whom shall be accountant members. If 
any lawyer member of the joint com- 
mittee declines or for any reason is 
unable to serve at any meeting of the 
committee at which a quorum is re- 
quired, a lawyer alternate shall serve 
in his place. If any accountant member 
of the joint committee declines or for 
any reason is unable to serve at any 
such meeting, an accountant alternate 
shall serve in his place. The joint com- 
mittee shall make a report on each 
case to the President of the Bar Asso- 
ciation and to the President of the 
Society of Certified Public Account- 
ants which shall consist of a statement 
of the facts of the case, the committee’s 
opinion (if concurred in by a majority 
of those members expressing an 
opinion) as to whether there has been 
improper conduct, and shall include any 
comment or recommendation which the 
committee deems advisable. If any 
member of the joint committee refrains 
from acting in the case, or dissents, the 
report shall so state and shall include 
any separate report which such member 
elects to file. If the allegations are made 
against a lawyer, the President of the 
Bar Association, upon the receipt of 
the report of the joint committee, shall 
take appropriate action. If the allega- 
tions are made against an accountant. 
the President of the Society of Certified 
Public Accountants, upon the receipt of 
the report of the joint committee, shall 
take appropriate action. 

Upon the final disposition of any such 
case by the New York State Bar Asso- 
ciation or the New York State Society 
of Certified Public Accountants, as the 
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Joint Statement Relating to Practice in the Field of Taxation 
> full case may be, the proper officers of such fessions without first submitting such 
Final organization shall advise the other question to the Joint Practice Com- 
ll be organization, the chairman of the Joint mittee. 
ch a Practice Committee, and the National Since the purposes of this statement 
shall Conference of Lawyers and Certified are to encourage cooperation and to 
vhom Public Accountants, of conclusions ayoid conflict, litigation and public dis- 
ee of reached and action, if any, taken. Upon pute between the professions, it is the 
s. If the request of the chairman of the Joint jntention that in so far as possible the 
com- Practice Committee, the Association or approach to individuals concerned shall 
n is the Society, as the case may be, before be educational and persuasive, and that 
f the which a case is pending will advise him jn so far as may be compatible with law, 
$ re- with respect to the status of such case. action resulting from decisions reached 
serve The Joint Practice Committee, or any by the Joint Practice Committee shall 
nber subcommittee thereof, shall have the not be punitive in nature but shall be 
~ for right to interview or invite an expres- designed to settle amicably existing 
any sion as to the facts from the person or controversies and to provide guidance 
nate persons against whom allegations have jn avoiding situations leading to future 
com- been made, or from any other person, controversies. 
each who, in the opinion of the committee 
\sso- or subcommittee, may have knowledge Constinsten 
the of any material facts. 
unt: These procedures are intended to pro- This statement does not purport to 
nent vide voluntary means for the amicable — deal with the whole relationship between 
tee’s solution of any controversies which the two professions nor to provide an 
rity may arise between the two professions. answer to every problem that exists or 
an To this end it is agreed that, in so far may arise. It is intended to point the 
een as may be compatible with law and way to better understanding between 
any except where necessary to protect its the professions, to promote in the public 
the rights in any case, neither the Bar interest greater collaboration between 
any Association nor the Society of Certified jawyer and certified public accountant 
ains Public Accountants will institute or and to provide machinery for dealing 
the participate in litigation or a dispute amicably and constructively with con- 
ude involving the interests of the two pro- troversies as they arise. 
iber an 
“ile Looking into the Future 
the I believe that improvement in quality is the most important and out- 
a standing characteristic of the accountant of the future. He will be better 
educated and better trained. He will not consider as the end product of 
hall his services a review and report upon history, but, using this history as a 
ga background, he will help management to interpret the facts and to plan for 
ant, greater profits. He will not be satisfied to follow old procedures or prac- 
fied tices merely because “it is done that way” but will be more open-minded 
- of toward accepting new ideas and trying out new procedures. He will do less 
hall detailed auditing and place greater emphasis on internal check and control. 
Through his combined knowledge of accounting and of tax laws and regu- 
-" lations, he will be called on for an increasing share of tax service, both 
corporate and personal. He will also do additional work in the field of 
inl estate planning. He will be more and more active in those phases of 
ely government where his special abilities will be most helpful. 
the C. Ortver WeLLINGTON, “The Accountant of the Future,” 
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Profit Control in a Job Order Industry 


A Case Study in Managerial Accounting 


By Norman J. Etuiorr, CPA, and Artaur WiLkins, CPA 


This article presents an example of management advisory services 
arising out of accounting techniques and concepts. It illustrates the 
application of standard costs to manufacturing processes rather than 
to products, and a managerial modification of the income statement 
oriented to production rather than to sales billings. 


Good management usually _ starts 
with an operating policy and with a 
plan in the form of an operational bud- 
get. Management then executes the 
plan through delegated authority and 
with the use of facilities by appropriate 
personnel. As promptly as_ possible 
upon the plan’s execution, the per- 
formance must be measured and com- 
pared with the plan, measurements of 
actual costs being matched with the 
planned or standard expectations of 
these costs in accordance with the 
methods generally known by the term 
“standard cost accounting.” 





Norman J. E_tiort, CPA, is a partner 
in the firm of Levess and Elliott, Certi- 
fied Public Accountants and chairman 
of our Society’s Committee on Manage- 
ment Advisory Services. 

ArtTHuR WiLkins, CPA, is a member of 
our Society and of the Controller’s In- 
stitute of America. 

Mr. Elliott and Mr. Wilkins are partners 
of The CMA Company, a management 
consulting firm with offices in New 


York City. 
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In industries concerned with pro- 
duct-line manufacture, or mass creation 
of many units of a single product or a 
family of products, standard cost pro- 
cedures have been successfully applied 
to production. However, the equivalent 
of the standard cost technique remains 
substantially unused and _ unapplied 
either to the job order industries gener- 
ally or to the distribution phases of all 
industry. In this article, we are con- 
cerned with the problems inherent in 
the job order industries, and we hope, 
by virtue of outlining the situation and 
solution in one actual case, to provide 
recognition of the principles which ne- 
cessarily must apply in some manner 
to all job order activities. 


The Job Order Industries 


Let us begin by defining the nature 
of job order industries. They are those 
in which manufacturing is in accord: 
ance with customers’ orders and speci- 
fication as to quantity, design, materials 
and dimensions. Some examples of 
these would be machine shops, printing 
and other graphic arts shops, packaging 
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Profit Control in a Job Order Industry 


manufacture, and custom molding of 
plastics. These are but a few examples 
of custom production activity servicing 
the needs of many customers, usually 
other industrial units. In the job order 
industries, the significant problems of 
analysis are compounded by the multi- 
plicity of products arising from the 
varying needs of each of many cus- 
tomers. Product analysis thereby be- 
comes a baffling complex of only partly 
related detail, and the unpredictable 
variations of product mix in sales pre- 
vents the use of sales dollars or quan- 
tities as a dependable base for any kind 
of comparative statistics. 


Traditional Methods of Profit and 

Expense Analysis 

Internal and professional accountants 
have for years used simple comparisons 
as a basis for presentation, employing 
both absolute figures or statistical de- 
tivatives. They have, for example, pre- 
pared current and past income state- 
ments in comparative form to furnish 
managements with some idea of im- 
provement or deterioration in opera- 
tions. They have gone further and in- 
cluded in these comparisons, presenta- 
tions of the comparative elements either 
in the form of percentages to sales (or 
some such base figure), or in the form 
of averages of income and expense per 
unit (pound, ton, quart, gallon, feet, 
etc.). All of these have the objective 
of trying to reduce the figure-mass of 
the income statement to some recogniz- 
able dimension, and of trying to give 
the reader some basis of departure for 
critical evaluation by comparison. How- 
ever, the usual simple comparisons will 
not satisfy the needs of constructive 
management in the job order industries 
for the reason that the product and 
sales base is useless for building any 
sensible measurement. A conventional 
standard cost system could not remedy 
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this defect because in most cases the 
sales orders would be produced, filled, 
shipped and billed by the time the per- 
tinent standards could be set or ap- 
plied to the product involved. Since that 
same order might never be repeated 
exactly, there could be no assurance of 
a day when standards would not have 
to be set, and the procedure could be- 
come both endless and futile. It is this 
difficulty that has caused the companies 
in job order industries, by and large, to 
adhere to historical job costing, or no 
costing, or to depend on illogically con- 
trived statistical proportions based 
either on the sales dollar or the ma- 
terials content of custom-manufactured 
product. 


A Statement of Principles to be 

Applied 

We find that the soundest and most 
economical attack on the problem of 
profit and cost control analysis in any 
job order activity, is to reverse the em- 
phasis used in the product-line indus- 
tries. In the latter, management sets 
standards of cost for the relatively few 
and highly repetitive products involved, 
and develops and compiles cost and ex- 
pense accumulation figures from the 
standard money values of the product. 
Since product in a job order activity is 
bound to be non-repetitive, and the mul- 
tiplicity of variations in specifications 
of customer product requirements pre- 
vents use of the products as group class- 
ifications, we recommend the use of the 
individual manufacturing process as the 
unit of operation to be subjected to 
standard measurement of cost. Further, 
we believe that no managerial account- 
ing analysis is complete without some 
measure of selling price or profit mar- 
gin variations resulting from departure 
from managerial pricing or profit 
policy. 

Beyond that, in custom (job order) 
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manufacturing or producing activities 
having a completion cycle of more than 
a day, the income statement should be 
based on the sales value of produc- 
tion, rather than on the sales value of 
shipments, to avoid the distortions re- 
sulting from large variations in the 
quantity of product in work or on hand 
at values necessarily including elements 
of labor and overhead. 


The Case Study—Background 
Information 


The ABC Company operated a num- 
ber of plants manufacturing corrugated 
container board and further processing 
this product into shipping containers as 
well as into a number of specialty prod- 
ucts. Corrugated container board manu- 
facture involves the combining of one or 
more layers of kraft paper from rolls, 
with an inner layer of paperboard 
called a corrugating medium, using a 
starch or silicate composition to cement 
the various layers together under steam 
or heat conditions at the same time that 
the corrugating medium is subjected to 
heat-setting in its familiar fluted pat- 
tern. This fundamental conversion proc- 
ess is performed on a manufacturing 
unit called a corrugator, or a combiner, 
which can operate in such manner as 
to produce the paper and board sand- 
wich we all know as corrugated paper- 
board, or can operate in a less com- 
plete manner to produce a single-faced 
product of a paper layer cemented to 
an uncovered corrugated medium. 

After the paperboard, either single or 
double-faced, is produced, it undergoes 
further conversion processes to create 
all manner of shipping and packing 
containers on machines designed to cut, 
slit, crease, shape, print, wax or stitch 
the board or the flat box blanks before 
applying glues and tapes at joints de- 
signed to develop the package. In Ex- 
hibit II, presented later in this discus- 
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sion to illustrate a form of direct la. 
bor cost analysis, typical operations are 
listed in detail. The amount of process. 
ing at each point, the type of materials 
used, and the printing and package 
shaping applied to making the con. 
tainers, all depend on the specification 
requirements of each customer in every 
instance as do the weight, number of 
layers and strength of the corrugated 
paperboard itself. Most orders are not 
fully repetitive, there usually being de. 
sign or printing changes even on re. 
peat orders for similar containers from 
the same customers. The only process- 
ing activity that could be considered 
somewhat of a product-line situation 
in this case would be the combining or 
single-facing process, but, beyond that 
point, the custom features of the prod- 
uct mix fully fit our definition of a job 
order indusiry, just as much as the 
manufacture of highly designed fold- 
ing paper box or setup paper box pack- 
ages for point-of-sale display. 

The management of The ABC Con- 
pany operated several plants of the type 
described herein, had a complete inter- 
nal accounting staff, and all the usual 
clerical and administrative personnel 
and executive group one would associ- 
ate with a substantial multi-plant com- 
pany. The sales departments in each 
separately managed plant were estimat- 
ing their prices from a common manual 
developed on a company-wide basis 
from statistical information derived 
from interpretations of past experience 
and information developed in industry 
association activities. The management 
was regularly furnished with monthly 
income statements, usually in compara- 
tive form (current period vs. prior pe- 
riods, etc.), also reduced to common- 
size proportions through the applica- 
tion of percentages and reduction of all 
accounting data to values per 1,000 
square feet of board (known as MSF) 
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in the product, such unit being stand- 
ard in that industry. Unexplained pro- 
fit variations had always been a head- 
ache for the management, even though 
there was a strict policy pronounce- 
ment from the top that all pricing was 
to be done at full cost (according to 
the manual) plus twelve (12) per cent, 
of the selling price for profit margin. 
Nor had this margin ever been realized 
from operations. 

In an effort to account for the causes 
of profit variations and cost gyrations, 
expressed both in percentages and foot- 
age statistics, the income statement had 
become a mass of columnar compari- 
sons, and was accompanied with and 
supported by weekly statistical and ac- 
counting analyses showing for each op- 
eration: 

(a) the square feet of board proc- 
essed. 

(b) the labor efficiency rate (based 
on time-work standards for the proc- 
Z 
(c) the number of machine hours 


es 


nm 


run. 

(d) the number of man-hours in- 
volved. 

(e) the number of container units 
processed. 

({) the average square foot area per 
order processed. 


This was a representative accounting 
and cost analysis, but it failed to direct 
management attention to specific ele- 
ments of operation requiring remedial 
action. With no decisive conclusions 
upon which to base a cost-cutting or 
profit control program, the manage- 
ment decided to try to learn, firstly, 
why the extreme profit variations from 
period to period when pricing was al- 
ways done on a cost-plus basis, using 
a fixed percentage; secondly, why the 
extreme variations in materials and 
other costs per MSF as between some 
periods of accounting and others, even 
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when possibly the profits were compara- 
tively stable. Accordingly, a study was 
made of the company’s accounting re- 
sults, the estimating procedure, the 
sources and validity of the estimating- 
manual data, selling policy and prac- 
tice, and shop operations. The in- 
quiry being one of great scope, the study 
had to be commensurately broad. 


The Diagnosis 


The study survey came up with the 
major answer that uncalculated and un- 
predictable variations in the product 
mix from period to period were at the 
root of the problem. The profit margin, 
either percentage-wise or based on units 
of MSF, was not and could not be the 
same on all products since such items as 
ordinary containers with one color 
printing carry narrow margins because 
of bulk volume and strong competition, 
whereas on such products as lamina- 
tions, die-cut parts, and specialty opera- 
tions of various kinds, greater profit 
margins were available and involved 
in the averages. Since the sales figure 
in any period must be a mixture of 
low-cost and high-cost products, as well 
as an uncorrelated mixture of low-mar- 
gin and high-margin orders, and since 
the proportions of each could be neither 
fixed nor predictable, dollar sales could 
not be considered any basis for analysis. 
Further, a computed profit based on a 
fixed percentage of gross cost would 
not have a predictable relationship to 
any cost element because of the multi- 
plicity of product designs. Under such 
circumstances, the relationship of the 
cost of common materials to the total 
product cost will vary depending upon 
the number and intricacy of conversion 
operations. 

Management assumption that the 
profit margin was a fixed percentage 
of gross costs had to be wrong, too, 
since competition compelled sales to 
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adjust margins in such a manner as to 
aim for an over-all policy margin target 
while lowering margins under heavy 
competition and increasing margins in 
other products less susceptible to price 
pressure. Still further, nothing learned 
in the course of the study served to 
support the use of the common manual 
of cost elements for estimating, and, in 
fact, indicated cost discrepancies in- 
volving both the under-costing and over- 
costing of different products and proc- 
essing extras. It appeared that these 
“costs” had been somewhat weighted to 
give effect to policy rather than to put 
all products on a fairly comparative 
footing. In general, the survey high- 
lighted conditions not only of price and 
cost “jigeling” for policy reasons 
(meeting the sales margin target on 
paper), but also price variations arising 
out of competitive pressure. Further, 
the survey produced evidence of uncon- 
trolled materials waste both in handling 
and in the course of processing. over- 
manning of plant and office forces, over- 
rate wages and salaries as against agreed 
budget rates and totals, and no real 
correlation between the budget and ac- 
tual operations. 


The Attack on the Problem 


Since product mix was at the root 
of the trouble, something had to be done 
that would either eliminate the effect 
of product mix on the figures or that 
would measure this effect. It was evi- 
dent that the mix could neither be elimi- 
nated nor predicted, so that attention 
was directed to its measurement. Find- 
ing that a complete analysis of sales 
would be a very expensive clerical task 
even with the help of punched-card 
equipment, thought was turned to a 
means of measuring the effect of the 
product mix. This could be done by 
means of a conventional standard cost 
system whereby each order processed 
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would be charged with a predetermined 
amount of each cost element and the 
variations between totals of applied cost 
elements and the actual experience of 
the same cost elements could be analyzed 
by causes. The trouble with this kind 
of standard cost and variance accounting 
procedure, however, was that this would 
necessitate tremendous clerical effort in 
addition to continual setting of produci 
standards, and the delay in results would 
carry reporting to a point well beyond 
order processing, completion, shipment 
and billing. So this had to be discarded. 
It was then decided (as a result of this 
thinking by elimination) to establish 
the individual manufacturing processes 
as the units of operation, with produc. 
tion standards tabulated by process, and 
money costs expressed in terms of proc- 
essing activity. 

Much thought was given, however, 
to the problem of presenting income 
statement figures in such a manner as 
to make comparisons between standard 
cost values for the production of a given 
period (as well as for the elements of 
operating expense to be absorbed into 
the standard process value measure- 
ment of total conversion costs) with 
the operating actual figures compiled 
on the general books of account. The 
usual income statement begins with 
sales shivped during an accounting pe- 
riod and reconciles to greater or lesser 
product manufactured and sold through 
the use of inventory cost values for 
work in process and unshipped finished 
product. These values necessarily in- 
clude elements of labor and overhead. 
and their normal use in the income 
statement tends to obscure the true 
cross relationship between producing 
costs during any period and the sales 
value of the production for that period. 
It was therefore concluded that if the 
income statement was to compare actual 
costs with standard or target costs, and 
if it were to become an effective man- 
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Profit Control in a 


agement tool, it would have to be or- 
iented to the time of production rather 
than to the time of delivery. Thus, the 
income element of the statement would 
not be the amount derived from ship- 
ment of goods, but rather the sales value 
of goods produced in the reported pe- 
riod. This could be especially logical 
in the job order industries, because 
product is manufactured to the cus- 
tomers order and specifications. 


The logic of the attack on the prob- 
lem having been developed, the steps 
required to develop for The ABC Com- 
pany the benefits of standard costs and 
variance accounting were planned as 


follows: 


(a) Tabulate production cost stand- 
ards by process, rather than product. 
and put into usable form with which 
to measure direct labor. 

(b) Determine cost standards for ma- 
terials usage. 

(c) Determine money cost standards 
for separate processing activities, or 
cost centers. 

(d) Classify accounting data on gen- 
eral hooks of match the 
standardized process cost and expense 


account to 


classifications. 

(e) Develop tabulation and current 
reporting to management of actual ele- 
ment and process center costs in con- 
trast to their respective target or stand- 


ard costs. 


(f) Compile income statements by 
comparative periods (preferably thirteen 
periods of four weeks each in any fiscal 
year) starting with an assigned stand- 
ard sales value of production (including 
goods and work in process) by adding 
to changes in inventory totals at stand- 
ard gross process costs, the policy profit 
margin, or the expected profit margin, 
whichever may be the more conserva- 
tive. 
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Job Order Industry 


The Production Standards 

The ABC Company had _ industrial 
engineering personnel whose functions 
had included the setting of production 
standards not only to assist in testing 
and modifying data for cost estimating, 
but also to measure the work of people 
engaged in producing functions. These 
standards were already arranged by 
process in connection with the adminis- 
tration of a measured work incentive 
system. It was necessary only to review 
the data upon which they were based 
as to the competence and consistency 
employed in recording, “leveling” and 
applying the time studies. This did not 
prove to be too much of a problem, 
there being required only a limited 
number of changes to eliminate inequi- 
ties and inconsistencies. 
Material Costs 

Standard material consumption was 
defined as that amount of each of 
several kinds of material entering di- 
rectly into a stated quantity of the fin- 
ished product as, for example, the 
quantity of adhesive starch involved in 
producing MSF (1,000 square feet) of 
a certain kind of corrugated paper- 
board. This standard usage concept 
had to include normal trim waste as 
well as an allowance for the normal in- 
cidence of waste in the course of pro- 
duction, if operations were handled ef- 
ficiently and the materials put to use 
just as efficiently. In this light, stand- 
ard usage is the sum of “gross produc- 
tion” of paperboard, which is the foot- 
age of such board coming off the corru- 
vating machine before trimming, and a 
waste allowance to provide for other 
consumption factors. Waste allowances 
of paper, for instance, were determined 
to include such normal incidents of pro- 
ductions as: 

(a) outside portions of the kraft 
paper rolls trimmed off at the combiner 
because of damage in handling; 
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(b) cores of the rolls of kraft paper 
involving paper loss because of the im- 
practicability of running off the last 
footage ; 

(c) loss of paper where splices are 
made when rolls of paper are changed 
over; 

(d) length allowances for variations 
in the cut-off of sheet blanks from the 
continuous paperboard produced, these 
differences resulting from acceleration 
and deceleration of the carrier belt at 
the end cut-off knife, or necessitated by 
the needs of extra or special operations, 
the total of this paper waste allowance 
to be expressed as a percentage of gross 
production. The sum of the two calcu- 
lations (gross production and _ waste 
allowance) was the square footage of 
paper allowable for the orders processed 
during any period under report. The 
quantity of paper that had actually 
passed out of stock during the same 
period was determined by the inventory 
methods in use. Consumption of other 
materials was determined in accordance 
with the same general method, due care 
being exercised to test the incidence of 
waste quantities under closely controlled 


and supervised manufacturing opera- 
tional tests. 

The effect of price changes on mater. 
ials costs was measured by using the 
prices accepted in preparing the annual 
budget as the standard cost during the 
budget year. Price cost variances in 
materials were determined by multiply- 
ing the various quantities used by the 
difference between actual unit materials 
prices and standard unit prices. The 
result of the first application of these 
principles to materials costs is shown 
in Exhibit I. The tabulation shows that 
the value of material which passed out 
of stock was $381,225, but that the 
standard material usage allowable was 
$365,745, indicating an over-consump- 
tion in the report period of $15,480. Of 
that amount, $4,115 represented the ef- 
fect of price increases in materials pur- 
chase costs, the balance of $11,365 being 
excessive consumption. Since under the 
procedures for determining _ selling 
prices by estimating costs at standard, 
material cost was estimated in exactly 
the same manner as that used to calcu- 
late the allowable consumption for the 
report period, this was a. real loss, the 
excess material cost not having been 
reflected in selling prices. 





Exhibit | 
Statement of Material Costs and Cost Variances 
Four Weeks Ended September 29, 1956 











Price Usage 
Variances Variance 


Unfavor- Unfavor- 











: USAGE __UNIT COST ___ Standard (Favor- (aver Actual 
Material Standard Actual Standard Actual Cost able) able) Cost, 
Kraft—26 lb. 9,843,500 11,522,000 $ 2.23 $ 2.25 $ 21,950 $ 230 $ 3,740 $ 25,920 

—37%4 lb. _ 20,530,400 20,319,900 3.07 3.09 63,030 405 (645) _ 62,790 


—_ooeeesaenee_—r ee_sec—nee 0000 OO 0 ee ON eee OO aaNet 
—rerraeaeneeee_5—n ee sSc 0 000 ee Oe NN NN ON GCO_RNL IN Na oaEaoaEaEEEEeEeEEEeEeEEEeEeESEeaeEeEeoeeoeoeeee» 
Jute—94 lb. 185,600 205,700 6.14 6.20 1,140 15 130 1,285 

—109 Ib. 124,700 136,000 7.24 7.28 900 5 80 985 


~eoreo—eeernr PE ceeee<—en ee —~cee ee 0 ee Oe ON ee eee NN Neo 
Corrug. medium 55,782,400 56,627,900 2.02 2.05 112,680 1,700 1,710 116,090 
Stitching wire 4,460 5,700 20.55 20.70 920 10 250 1,180 
Closure tape 20,860 25,100 14.90 15.22 3,110 80 630 3,820 





Totals $365,745 $4,115 $11,365 $381,225 
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Profit Control in a Job Order Industry 


Direct Labor Costs 


In ils attempts to control the cost of 
manufacturing labor, the company had 
developed a weekly labor statement 
which contained a mass of detail but 
which had become too cumbersome to 
be effective as a control tool. Although 
the plants operated under a wage incen- 
tive system, no attempt had been made 
to evaluate the results obtained either 
in this statement or in any other. In 
order better to understand the possibil- 
ities for improvement in the form and 
use of this report, inquiry was made 
into the administration of the wage sys- 
tem and the basis for and existence of 
a scheme of wage scales based on some 
kind of job evaluation. The inquiry 
produced a clarification of areas of 
authority and responsibility, and _ ef- 
fected an orderly resummation of job 
evaluation data into an authorized wage 
scale expressed in standard ranges. 

The inquiry also exposed the fact that 
because of the manner in which hourly 
money rates were averaged into costs 
for estimating purposes, much of the 
gains from the incentive system were 
unwittingly being passed on to the cus- 


tomers. This, too, was corrected by 
establishing the procedure of applying 
specific labor-cost process standards in 
place of experience averages previously 
used, 

The plan for revising the labor state- 
ment evolved from a decision to have 
the presentation pivot on three figures: 

1. Direct labor cost at standard ef:- 
ficiency ; 

2. Direct labor cost at attained ef- 
ficiency; and 

3. Actual direct labor cost, or the 
payroll amount. 


The transition from each of these 
amounts to the other was to be analyzed 
as to cause and the cost associated with 
each cause to be shown by operation 
and in total. In the revised form of 
income statement under contemplation, 
the actual cost of direct labor was to be 
shown under the heading of actual re- 
sults, and the standard cost of direct 
labor at attained efficiency was to be 
shown under the heading of the target 
results. These concepts applied to the 
direct labor operations for an account- 
ing period produced the type of state- 
ment shown in Exhibit II. This Jabor 





Exhibit Il 
Direct Labor Cost Statement 
Four Weeks Ended September 29, 1956 


STANDARD LABOR COST 


VARIANCES 
Pay 
Manning _ Rates 
Unfavor- Unfavor- 





sen Make- 








~ At Make- Incentive Incentive At up Less able able Actual 

Standard up Cut-off nus Attain Cut-off (Favor- (Favor- Direct 

Efficiency Pay(a) Gain(b) Pay _ Efficiency Pay able) able) Labor 
Corrugator $ 5,610 $ 360 $ 220 $1,330 $ 6800 $ 140 $ 80 $20 $ 7,040 
Single facer 210 30 5 40 225 25 10 — 260 
Single face chopper 300 2 10 50 335 15 (40) A 315 
Slitter-scorer 800 85 115 230 1,060 (30) 65 a 1,100 
ON NN? NT eo” 
Circular saw 45 -- _ 5 50 — (10) 5 45 
Laminator 90 10 ~_- — 80 10 no — 90 
Specialty assembly 510 20 5 70 565 15 (140) 25 465 
Sheet tying 830 180 — 20 670 180 110 40 1,000 





Totals $40,185 $4,840 $1,015 


$8,210 $44,570 $3,825 $(1,065) $500 $47,830 








Notes: 


(a) Make-up pay is the excess of the guaranteed base pay over the standard. 
(b) Incentive cut-off gain is the excess of the standard over maximum pay including incentive. 
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report, upon its first presentation, 
shocked the management of The ABC 
Company by showing the size of the 
make-up pay to be $4,840.00. Since this 
represented an unbudgeted cost to the 
company for sub-standard production, 
it represented a real loss unrecovered in 
selling prices. 


Overhead Costs 


Overhead was the final cost standard 
to be developed, the consideration of 
which gave rise to the question of de- 
ciding the basis for its application. 
Consideration was given to the use of 
direct labor hours, the direct labor 
money cost, machine hours, material 
costs, combined direct labor and mater- 
ial costs, etc. The direct labor hours 
basis had the greatest immediate appeal 
since their accumulation was a_by- 
product of the payroll preparation and 
so involved no added clerical burden. 
A second look, however, showed that in 
some operations the equipment was 
relatively low in cost to that used in 
other operations and yet would be 
manned by the same number of people; 
in other operations space occupancy 
was disproportionate to the number of 
people engaged; in still others the wage 
cost was not in proportion to the hours: 
and so on. Direct labor money costs 
necessarily involved most of the objec- 
tions to the use of direct labor hours 
plus others stemming from differences 
in labor rates unrelated to differences 
in overhead costs. The application of a 
ratio to materials costs was seen to be 
an over-simplified blanket rate which 
would not reflect the number and in- 
tricacy of the varying operations through 
which different product types would 
pass in processing. Each base was con- 
sidered in turn, and, by process of 
elimination, the machine-hour rate was 
selected as the most equitable base. By 
this means, the measure of the amount 


108 


of overhead to be added to the estimate 
of the cost of an order would be the 
kind of production facilities used for 
its production and the length of time 
each facility would be applied in con. 
verting the materials to the finished 
product. 


The next decision to be made was 
the selection of the working unit upon 
which rates would be based, i.e., plant: 
wide, departmental, or machine center, 
Again, this was settled by a process of 
elimination in favor of the machine 
center, defined as one or several ma- 
chines identical in function. The ma- 


chine center base required _ slightly 
more clerical work than the other 


choices might have necessitated, but 
would permit greater accuracy and 
closer control of manufacturing proc- 
esses by isolating more pieces of the 
whole for critical review. It was 
further decided that the money rates 
for these machine centers were io be all- 
inclusive, meaning that these rates 
would include proportionate shares of 
the selling, administration and general 
operating costs. The method of develop- 
ing these rates is a story in itself, but 
suffice it for the purposes of this dis- 
cussion to say that a carefully developed 
operating budget based on predictions 
as to the hours of operation for each 
separate machine center, provided the 
basis for calculation. The reasonable 
allocation factors used in cost account: 
ing technique were assembled, and the 
operating budget analyzed and applied 
to each machine cost center in accord- 
ance with such technique to create a 
statement of overhead costs allocated 
to all of the producing centers, includ- 
ing the non-manufacturing as well as 
the manufacturing cost and expense ele- 
ments. Dividing the machine center 
statement of costs, in each case, by its 
predicted hours of operation for an 
annual period, resulted in the machine- 
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Profit Control in a Job Order Industry 


hour rate to be used for overhead 
standard costing, as well as cost es- 
timating. 

To avoid the distortions that would 
necessarily arise from the inclusion of 
fixed costs in arbitrary period amounts, 
it was decided to make these variable 
for control purposes by charging each 
period of the year with its share of 
the annual overhead on the basis of 
budgeted hours of operation both in 
the operational budget according to pe- 
riods, and on the books of account. 

Using the data and the hourly rates 
of overhead thus compiled, a statement 
of overhead application and recovery 
through operations, was prepared and 
presented in the manner shown in Ex- 
hibit III. It shows the amount of money 
recovered for overhead expenditures 
from operation of machine cost centers. 
This is based on the valid assumption 
that if these same rates are used in 
estimating sales prices, the operations 
multiplied by their respective standard 
rates calculate the amount of overhead 


involved in the sale of product under 
manufacture. The recovery of overhead 
at operating efficiency was compared 
with the overhead recovery that would 
have resulted had operations been at 
standard efficiency, the difference rep- 
resenting a gross overhead gain to the 
company from its wage incentive sys- 
tem. This amounted to $9,710 over- 
recovery of manufacturing overhead, 
and $7,830 over-recovery of non-manu- 
facturing overhead, a total of $17,540. 
This amount should be adjusted for the 
difference between incentive payments 
to workers, if any, and the standard di- 
rect labor cost unit value of their extra 
production developed in the premium 
performance. In considering the extent 
of gain from the use of any wage in- 
centive system based on measured 
work, if the plan is based on passing on 
to the worker the full direct labor cost 
gain, this is described as a “one-for-one 
payoff.” In such case, the incentive sys- 
tem gains are all in the unit overhead 
costs. If the incentive payoff is higher 





Exhibit Ill 


Statement of Overhead Recovery and Operation Summary 


Four Weeks Ended September 29, 1956 


ONDUDSEGE — oacc wisi e1e:0 ors csossivinies > 0 giele eavelare 
PE CRAGERS fo cto che alg ch ayerereraloleicleibinie releres 
DINGIC 18CE CHOBE! 060006 c00sceccce cee’ 


MACHINE OPERATING 
ee HOURS 


___ OVERHEAD RECOVERY 





At 





Budgeted ttained Non- 
Productivity Productivity _Manufacturing Manufacturing 
610 590 $14,010 $11,080 
70 58 360 290 
90 74 520 410 
390 120 1,730 1,340 


DURIEE-GCOLEE — 20s. 6:0/e.0re; sind ele nig sia lanone.e's ea 
NN NNN ee a eee” 
i i ee i 














RACH BA? tora ieecla Lica 5 tietas wie elas orauere boi 10 18 30 25 
BME ER ONO oxs(ers oo iat lela alas ela aio wes eais 80 45 220 170 
RIDECIAITY, ASSEN DEY oo 6) s10.6:6141010:6:0,074. 019, <:0- 5.016 150 155 860 680 
BCGUCEGEN ON foo ticttei star vores oayecrersnecele areeias 300 230 1,730 1,370 
RECOVERY AT ATTAINED PRODUCTIVITY ......cccccccccccces $81,860 $65,510 
RECOVERY AT STANDARD PRODUCTIVITY .........cccecccccece 72,150 57,680 
OveRHEAD GAIN From Wace INCENTIVE SYSTEM........0.. $ 9,710 $ 7,830 
109 
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than “one for one,” unit overhead cost 


savings must be decreased by the in- 
creased unit labor cost for the premium 
production. On the other hand, if the 
incentive payoff is less than the direct 
labor cost saving, as was the prevail- 
ing situation with The ABC Company, 
the overhead unit cost gains should be 
increased by unit labor cost savings to 
measure the entire benefit of the in- 
centive system. 

Not exhibited here is a further state- 
ment prepared for the management reg- 
ularly to compare the details of actual 


overhead costs and expenses with the 
budgeted amounts for these same clas. 
sifications. Prepared currently, this 
statement was used for critical review 
of expense elements by category. 


The Managerial Version of 
the Income Statement 


The three subsidiary statements were 
then combined into the Statement of 
Operating Results, being the manage- 
ment equivalent of the income state- 
ment, which is shown in Exhibit IV. In 





Exhibit IV 


Statement of Operating Results 


Four Weeks Ended September 29, 1956 


TARGET RESULTS 











SALES VALUE OF PRODUCTION .......--.0. $614,575 $633,700 
Cost oF Goops Propucepb: 
TESTS ee ere eer $381,225 $365,745 
EAE EO ee 47,830 44,570 
Overhead—manufacturing .......... 95,280 81,860 
Overhead—non-manufacturin:; ....... 64,105 65,510 
BMMED oui sacoueeae eanasanee's 588,440 557,685 
Prorir FROM OPERATIONS .......seeee0% $ 26,135 $ 76,015 
Less: Other deductions, net of other 
SACOG 6. bcn sw 550 sks owes $ 3,300 $ 3,300 
Profit margin on increased inven- 
BONIES bist ore seis eae Waren isbn’ 11,290 14,590 11,290 14,590 
Income (BerorE TAxes) ON DELIVERED : a 
PRM N IIS sb ciara wicsaisus oye de aera ra Suis jarmranrersserew $ 11,545 $ 61,425 
InveNTORY Positions (at standard cost) 
Beginning of period: 
HUNIGNEH LOOES: «.6:65s:6srs,6.cc0'03005%0 $318,750 
Work in process ............00. 128,690 $447,440 
End of period: 
PANISHER SPOGOS\.564:6siaciew ew sae $271,400 
WOTK: IN PLOCESS) 2.6.0) 56-010.0:6: 00:07 261,000 $532,400 
Increase during period ............. $ 84,960 
Expected profit margin on inventory 
TPOMS ANCTEABED acotess.essinie-ciewisreceiereors 11,290 
Sales Value of Inventory Increase.... $ 96,250 
TarceT Prorit ATTAINMENT: 26,135/76,015 = 34.4% 
110 February 
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Profit Control in a Job Order Industry 


the “Actual Results” column were in- 
serted the amounts compiled on the 
books of account. To the sales amount 
was added the sales value of the net in- 
crease of the inventories of work in 
process and finished goods to determine 
the sales value of production for the 
period under report. In the section 
headed “Target Results” the computa- 
tions of standard costs of material, di- 
rect labor and overhead as shown in the 
detailed statements covering — these 
groups, were entered and totalled. To 
the total cost at standard was added the 
“policy” profit margin established at 
the outset by management to be used 
in pre-production estimating, in order 
to calculate the standard sales value of 
production for the reported period. 

Note particularly the importance of 
this single figure—the standard sales 
value of production. By this means, not 
only is management presented with a 
managerial comparison of operations 
for a reported period with its planned 
counterpart (see Exhibit IV), but it is 
also presented with the amount that the 
sales department should have obtained 
for the sale of the production under 
review. To the extent that the target 
figure is larger than the actual, as is 
the case in Exhibit IV, the sales effort 
has suffered an unfavorable variance 
which contributes significantly to clear- 
ing away the problems of understand- 
ing profit results. Were the target figure 
ess than the actual, the indications 
would be that for some one or more 
reasons worth knowing, the policy pro- 
fit margin had been exceeded. This 
might be a dangerous condition, or it 
might be a healthy one, but, in either 
event, it is something that management 
should be able to identify, measure and 
investigate. 


The statement exhibited shows that 
the actual results were originally well 
below the target, and that the causes of 
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such result might be expressed in the 
following manner: 


Sales operations fell below target by 
failure to develop policy mark-up 


In: selling, PRICES: f 6.05. ccc ces $19,125 
Excessive material costs: 
Overconsumption .............. 11,365 
Purchase pricing in excess of 
budgeted. levele: c<casccas cece 4,115 


Productive labor costs above 
planned amounts resulting from 
inefficient labor utilization .... 3,260 


13,420 


Excessive manufacturing overhead 


Otay. ccccacnenaus sean $51,285 


Less non-manufacturing overhead 
below amounts allowable ...... 1,405 


Actual profit below target .. $49,880 
Expressed in another way, the actual 
profit performance was only 34.4 per 
cent of the planned performance. 


With such information thereafter be- 
coming available periodically, and with 
elements of the analyses of materials, 
labor and overhead performances being 
developed weekly for the use of re- 
sponsible executives and their super- 
visory subordinates, management went 
all-out to investigate and correct the 
specific failures indicated by the per- 
formance comparisons. This did not 
produce complete results overnight, of 
course, but the constant attention to the 
target failures and the investigation of 
their causes produced a profound im- 
provement in the quality of the manage- 
ment effort. The result obtained only 
six months later is shown in Exhibit V, 
and the first managerial performance 
statement shown in Exhibit IV may be 
compared with the Statement of Oper- 
ating Results of the later period, dur- 
ing which the actual profit was 96.9 per 
cent of the target performance. This 
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was done without any general increase 
in selling prices, being the result solely 
of action by an adequately informed 


management with the will to follow up 
the problems indicated on performance 
reports. 





Exhibit V 
Statement of Operating Results 


Four Weeks Ended April 27, 1957 


PRODUCTION 6 0:6:6:0-0:6:0:00% 
PRODUCED: 


Sates VALUE OF 
Cost or Goops 
Materials 
Direct labor 
Overhead—manufacturing 
Overhead—non-manulacturing 


MUM. 5.64 Gadd wessewewansed heen 
Prorir FrRoM OPERATIONS 
Less: Other deductions, 
income 

Profit margin on increased 

tories 


net of 


(Berore Taxes) ON DELIVERED 


INCOME 
SALES 


INvenrory Positions 
Reginning of period: 
Finished goods 
Work in process 

End of period: 
Finished goods 


Work in process 


Increase during period 


ACTUAL RESULTS TARGET RESULTS 


$640,100 S648.700 


$378,520 $375,900 


(at standard cost): 


48,170 17,360 
78,540 81,580 
60,030 66.030 
565,260 570.870 
$ 74.840 $ 77,830 
S 6,470 $ 6470 
5,890 12.360 5,890 12,360 
S 62.480 $ 64,470 
saratecn es $228.420 
pateispaee 227,380 $455,800 


$298,920 


Expected profit margin on inventory 


increase 
Sales Value of Inventory 
ATTAINMENT? 


Tarcet Prorit 








reer se 193,650 492,570 
Sgeigacness § 36,770 
or ree 5.390 
Increase.... F 42,660 
62,480/64,470 = 96.9% 











The management of The ABC Com- 
pany had no desire to more 
paperwork than had 
loaded on the accounting and clerical 
staff of the company before the man- 
agement survey had been undertaken. 
In authorizing the effort described 
herein, the executives of the company 
were informed that all procedures in- 
volved in compiling necessary informa- 
tion would be developed in conjunction 


create 


already been 
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with careful attention to adapting exist- 
ing forms. records and clerical pro- 
cedures. As a matter of fact, the end 
result of the review of the detailed ef- 
forts supporting the previously unsatis- 
factory reporting was to decrease total 
clerical effort slightly even after absorb- 
ing all the requirements of the new re- 
porting and analytical system. In or- 
der to simplify and perpetuate the pro- 
per administration of the new system. 
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Profit Control in a Job Order Industry 


the general books of account and the 
account classifications were modified 
somewhat to accommodate to the needs 
of the comparisons required to keep 
management informed. In addition, the 
details of forms, methods of compila- 
tion and extraction of data, and the de- 
velopment of the appropriate reports 
were set out in manual form for the 
suidance of the assigned staff and their 
supervisors. 

The satisfactory result in this case, as 
to lessening rather than 
clerical workloads, came about pri- 
marily because the subject company 
developed an_ extensive 
management — reporting effort, even 
though it was relatively ineffective. But 
the application of the same methods 
and procedures to a company not main- 


increasing 


had already 


taining the staff necessary to support 
programs of production incentives. ma- 
terials control, and cost center activity 
and production reporting, would entail 
increased clerical and accounting costs. 
However, the amount of such increased 
cost should represent a relatively small 
item in the operating budget as com- 
pared with the scope of cost, expense. 
and profit-making activity control bene- 
fits to be derived. 


Conclusion 


As we mentioned at the beginning. 
although the foregoing represents the 
story of a case history involving a 
multi-plant corrugated container manu- 
facturer, and although the illustrations 
relate to the reports of one of those 
plants. we believe that the principles 
illustrated thereby have ready adapta- 
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bility to any custom manufacturing or 
job order industry. Restated briefly, 
the principles developed by the case 
study are: 

1. Profit control begins with con- 
trol of the profit-making activity of any 
organization, 

2. If current reporting on profit-mak- 
ing activity can be associated with ade- 
quately developed target performances, 
measured in terms of production and in 
terms of the related standard costs of 
that work, the responsible management 
can properly and quickly determine 
where and how to apply constructive 
effort. 

3. The benefits derived by product- 
line industries from the intelligent use 
of standard cost procedures based on 
product standards can be enjoyed in 
job order industries by basing standard 
cost procedures (or their equivalent) 
on manufacturing process standards. 

4. No managerial accounting analysis 
is complete without some measure of 
selling price or profit margin varia- 
tions resulting from departure from 
pricing or profit policy. 

5. Income statements for the guid- 
ance of management should be oriented, 
at least in the job order industries, to 
the time of production, rather than 
shipment, by starting with the sales 
value of production. 


Although the foregoing statement of 
principles and the prior discussion 
were directed at the job order indus- 
tries, much of the same technique could 
well be adapted by the product-line in- 
dustries. 
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Robert H. Montgomery 


By Tue CoMMITTEE ON History 


Robert Heister Montgomery, account- 
ant. lawyer, author, teacher, bibliophile, 
horticulturist and leader of the account- 
ing profession from the earliest days of 
the twentieth century, exemplified the 
courage, vision and intellectual honesty 
found in those stalwarts who have car- 
ried the profession to the position of 
eminence and respect in which it is 
held today. This article is not only a 
recital of his accomplishments in the 
field of accounting; it is also an at- 
tempt to reveal his characteristics, his 
foresight, imagination, and above all, 
his insistence upon integrity. He had a 
strong dislike, indeed a deep-rooted an- 
tipathy toward anything that savored 
of sham or pretense. He minced no 
words either in conversation or in his 
writings where he felt intellectual hon- 
esty called for criticism. For example, 
he said: “Success (taking the word in 
its usual meaning) is often achieved 
through bunk. Success in a finer sense 
is often achieved by merit alone.” 

He was born in Mahanoy City, Penn- 
sylvania. on September 21, 1872, the 
son of a Methodist minister. His formal 
education was limited, as the family had 
to move from one place to another every 
two or three years, usually in March, 
because of the custom of reassignment 





This article was prepared as part of 
the continuing program of history 
studies undertaken by our Society’s 
Committee on History, Leo L. Tauritz, 
Chairman. 
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prevailing in the Methodist Church. The 
environment of a_ prelate’s children, 
however, with its association of sermons. 
speeches, and articles to be read and 
consulted, served as a_ stimulus for 
knowledge. This background, coupled 
with his native ability and supplemented 
by intensive study at night, was a con- 
tributing factor toward the later suc- 
cesses of Robert H. Montgomery. 

Financial considerations and the ill- 
ness of his father forced him to take his 
first job at the age of fourteen. On 
February 4, 1889, after serving a year 
in several jobs, he became an office boy 
for John Heins, who at that time was 
President of the American Association 
of Public Accountants. 

In the Heins organization were Wil- 
liam M. Lybrand, T. Edward Ross and 
Adam A. Ross. who later became his 
partners. While working with them as 
an assistant, he was guided through the 
intricacies of accounting and auditing. 
Here began a friendship which was ter- 
minated only by death. From 1889 to 
1898, when the firm of Lybrand. Ross 
Bros. & Montgomery was founded, 
Robert Montgomery’s public accounting 
experience covered every phase of com- 
mercial, financial, professional, philan- 
thropic, and public service, and all other 
branches of human endeavor in which 
accounts are kept. 

In the summer of 1898 he enlisted as 
a private in Battery A, Philadelphia 
Light Artillery, Pennsylvania Volun- 
teers, U. S. A., and saw service in Puerto 
Rico. On June 15, 1899, he was awarded 
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Robert H. Montgomery 


his Pennsylvania certificate as a Certi- 
fied Public Accountant; in later years he 
was granted certificates to practice in 
New York, Missouri, District of Colum- 
bia. Michigan, Ohio, Illinois, Kentucky, 
and California. He was admitted to the 
Philadelphia Bar in 1900, and to the 
New York Bar in 1904. 

Early in his career, he felt that the 
major benefit he derived from attempts 
to teach others was the pressure on him- 
self to gain enough knowledge to keep 
on teaching; in other words, to educate 
himself. His teaching activities began 
in his firm’s Philadelphia office in 1902 
and he taught one of the evening classes 
there until 1904. He continued his 
teachings at the University of Penn- 
sylvania, where evening classes were 
started in 1904 under the sponsorship 
of the Pennsylvania Institute of Certi- 
fied Public Accountants. In the winter 
of 1905-06 he lectured not only before 
the Evening School of Accounts and 
Finance of the University of Pennsyl- 
vania, but at New York University as 
well. Evening classes were not estab- 
lished at Columbia University until 
1910. Robert Montgomery taught the 
first class there and obtained instruc- 
tors to take over the additional classes. 

One of the difficulties he encountered 
in his teaching activities was that most 
of his students had never seen a set of 
accounting records. Accordingly, he 
acquired a dozen or more sets of books 
of account, chiefly of bankrupt con- 
cerns, which he used and which he called 
an Accounting Laboratory. In a pam- 
phlet which he published in 1914, “An 
Accounting Laboratory—The Connect- 
ing Link between Theory and Practice,” 
he pointed out the possible advantages 
from what he was starting. Typical of 
the author is one of the phrases in the 
pamphlet. . . . “It serves to emphasize 
what I frequently have told the students 
of my accounting classes, viz., ‘Practical 
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accounting cannot be taught, it must 
be learned’.” 

In 1915 he was appointed Assistant 
Professor of Economics at Columbia 
University and in due course, as the 
number of classes increased, was in 
1919 made a full Professor of Account- 
ing of the School of Business and for a 
time was a member of the Administra- 
tive Board of the School. 

That Robert Montgomery practiced 
what he preached to his clients is illus- 
trated by his action at the opening of 
the firm’s New York office in September, 
1902, at 25 Broad Street. While this 
office consisted of only one room, he 
sublet part to two lawyers who had just 
started a practice. He stated that it was 
necessary to lessen the first year’s over- 
head as he did not intend that expenses 
should exceed gross income. 

He was one of the sponsors of the 
first International Congress of Account- 
ants held in St. Louis in 1904, where he 
delivered his paper, “The Importance of 
Uniform Practice in Determining the 
Profits of Public Service Corporations 
Where Municipalities Have the Power 
to Regulate Rates.” This talk attracted 
most favorable attention. In that same 
year, he received permission from Pro- 
fessor Lawrence R. Dicksee to publish 
the American edition of Auditing: A 
Practical Manual for Auditors. As he 
could not find a publisher willing to 
take the risk, he had it printed at his 
own expense in 1905. A revised edition 
was published in 1909. 

The year 1905 witnessed several 
events indicative of his efforts on be- 
half of the profession. He was largely 
instrumental in organizing a corpora- 
tion and obtaining funds for publishing 
The Journal of Accountancy. He wrote 
for the first number, issued in Novem- 
ber, 1905, an article entitled “Profes- 
sional Standards—A Plea for Co-opera- 
tion among Accountants.” This article, 
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which served as a forerunner of present- 
day rules of professional conduct, is as 
current today as it was over fifty years 
ago and exemplifies his great vision. He 
also enlisted the aid of other outstand- 
ing accountants as contributors to the 
first issue. In 1905 he became a mem- 
ber of the American Association of Pub- 
lic Accountants, when the Federation of 
Societies of Public Accountants, of 
which he had been Secretary. merged 
with the Association. 

In the years 1907 to 1911, Robert 
Montgomery was especially active at 
the aanual meetings of the American 


Association of Public Accountants. act- ' 


ing as toastmaster, working on by-laws, 
rules of professional ethics and the like. 
In 1912 he was elected President of the 
American Association of Public Ac- 
countants, predecessor organization of 
the American Institute of Accountants, 
and was re-elected in 1913. 

By 1912, experience had demonstrated 
that the American revision of Dicksee’s 
Auditing had in effect outlived its use- 
fulness, primarily because many of its 
features were not adaptable to Amer- 
ican practice. Accordingly, Montgomery 
determined to bring out his own book, 
which was better suited to the require- 
ments of students of accounting and of 
the profession in this country. Seven 
other editions have been published since 
1912, the latest in 1957 under the title 
“Montgomery’s Auditing.” As author- 
itative reference works these books are 
found in schools and offices of account- 
ants, not only throughout this country 
but in other countries as well, transla- 
tions having been made into many for- 
eign languages. 

Commencing with the year 1917, edi- 
tions of Montgomery’s Income Tax Pro- 
cedure (presently entitled Montgomery’s 
Federal Taxes) have been published 
almost yearly. These books have been 
quoted time and again by the several 
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courts in many instances in support of 
their own opinions, primarily because of 
their clear interpretation of the various 
Revenue Acts. 

In 1917. as Chairman of the Com. 
mittee on Federal Legislation of the 
American Institute of Accountants, 
Montgomery, together with George 0. 
May and Harvey S. Chase. at the re- 
quest of the Federal Trade Commission, 
prepared a program for audit procedure. 
This was approved by the Commission 
and transmitted to the Federal Reserve 
Board, was published in the Federal 
Reserve Bulletin, and reprinted in pam- 
phlet form for general distribution under 
the title, “Approved Methods for the Pre- 
paration of Balance Sheet Statements.” 

Commissioned a Lieutenant Colonel 
in March, 1918, he became a member of 
the War Department Board of Ap- 
praisers and Price Fixing Committee, 
War Industries Board. In September. 
1918. he was appointed Chief of the 
Price Fixing Section of the Purchase. 
Storage and Traffic Division of the Gen- 
eral Staff and served until January. 
1919. 

Shortly after his inauguration in 
1921, President Harding appointed Al- 
bert D. Lasker to the chairmanship of 
the United States Shipping Board. the 
most controversial agency left from 
World War I. Colonel Montgomery be- 
came Assistant to the Chairman in 
charge of finance and accounts. The 
Board had no inventory of the property 
it owned, and the Comptroller General 
had disapproved vouchers amounting to 
$700.000,000. In the words of Chair- 
man Lasker, it was the “worst account- 
ing mess in history.” No one inclined 
to weigh the risks to professional repu- 
tation would have dared to face this 
situation. Here, again, was an evidence 
of courage, for under Colonel Montgom- 
ery’s direction, procedures were estab- 
lished whereby a physical inventory was 
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Robert H. Montgomery 


taken of the property owned by the 
Board on the Atlantic, Pacifie and Gulf 
seaboards, the planning for which was 
so thorough that it was quickly com- 
pleted. In addition, a financial state- 
ment of the realizable assets and _ lia- 
bilities as of June 30, 1921 was pre- 
pared which necessitated gathering 
financial information from widely scat- 
tered points. New accounting methods 
and procedures were established which, 
for the first time, made possible the pre- 
paration of monthly statements for the 
vast organization with complete com- 
parative analyses of operating and ad- 
ministrative costs. Robert Montgomery 
and his staff devoted approximately 
five months of intensive efforts to this 
work. Despite the magnitude and com- 
plexities of the undertaking, the en- 
gagement was brought to a successful 
conclusion. 

Elected as President of the New York 
State Society of Certified Public Ac- 
countants in 1922 and _ re-elected in 
1923. he started a campaign to bring 
together the American Institute of Ac- 
countants and the American Society of 
Certified Public Accountants. The lat- 
ter organization was formed in Decem- 
ber, 1921, because of divergent view- 
points of the separate organizations. 
Progress toward merging the two or- 
ganizations was slow and it was not 
until 1936, the year following his elec- 
tion as President of the Institute, “upon 
a clearcut platform of merger.” that 
agreement for the merger was reached. 

As a result of efforts on the part of 
the American Legion, Congress in June. 
1930, created a Commission to study 
and consider amending the Constitution 
of the United States to provide that 
private property might be taken by 
Congress for public use during war, to 
devise methods to equalize the burdens 
and remove the profits of war, and to 
make a study of policies to be pursued 
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in the event of war. Through the sug- 
gestion of Bernard M. Baruch and Hugh 
Johnson, and at the urgent request of 
Secretary of War Patrick J. Hurley, 
Colonel Montgomery was elected Ex- 
ecutive Secretary of this Commission. 
Every known phase of war and prepar- 
alion therefor was considered and ex- 
plored. He worked closely with Sec- 
retary Hurley, Acting Chief of Staff 
Moseley and Major Dwight D. Eisen- 
hower. His relations with Messrs. Mose- 
ley and Eisenhower were among the 
most pleasant memories of his life and 
his contacts with them were daily, some- 
times hourly, over a long period. Be- 
cause of the change in administration 
in 1933, little attention was given at 
that time to the Commission’s Report 
to the President of the United States. 
It constitutes, however, an important 
and lasting contribution to war pre- 
paration planning. 

Colonel Montgomery always con- 
tended that any decent hobby would add 
years to one’s life. He felt that a 
hobby enlisted both the intellect and the 
emotions and was progressive in its na- 
ture. For many years before World 
War I, he circularized many sources 
all over the world and gathered a really 
fine collection of old publications on 
bookkeeping, among which was the first 
book containing a description of double 
entry bookkeeping. Summa de Arith- 
metica, by Lucas Pacioli, published in 
Venice in 1494, In 1926, he gave the 
entire collection to Columbia Univer- 
sity where it would be available to 
everyone interested. While this hobby 
was closely associated with his pro- 
fession, in later years he expanded his 
ideas to the end that if they added to 
knowledge, created beauty, or in some 
way rendered social service, such hob- 
bies were more worthwhile. So he selec- 
ted horticulture, which became his su- 
preme interest during the last twenty- 
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five years of his life. He had always 
loved trees. The forests of France had 
a particular attraction for him. After 
a long search, in 1920 he acquired an 
estate in Cos Cob, Connecticut. In 1945, 
he donated a part of the fine conifer 
collection located on this estate to the 
New York Botanical Garden; and in 
1947 approximately 200 specimens of 
pine, spruce, hemlocks, yew and cedar 
trees were transplanted to a two-acre 
plot at the Botanical Garden. His es- 
tate was willed to the town of Green- 
wich, Connecticut, for use as a public 
park and as a preserve for the fine hem- 
lock forest and other rare conifers that 
grow there. 

His interest in horticulture was not 
confined solely to Connecticut. — In 
March, 1938, the Fairchild Tropical 
Garden at Coconut Grove, Florida, was 
dedicated. It was made possible by a 
contribution from Colonel Montgomery 
which included 83 acres of land. 
Through the generosity of his partners, 
a gift was made to the Garden which 
enabled it to provide a library and 
museum building. Many thousands of 
tourists and others visit this garden each 
year and enjoy the tropical plantings. 

Dickinson College, Carlisle, Pennsyl- 


vania, conferred an honorary LL.D. de. 
gree upon him in 1941. The bhestowal 
of this degree was especially fitting in 
view of the fact that his father was 
graduated from Dickinson College in 
1848. A signal honor was _ bestowed 
upon him in 1950, when Ohio State 
University recognized his outstanding 
contributions to the accounting profes. 
sion by naming him one of the first of 
three men to be elected to its Account- 
ing Hall of Fame. 

Funeral services held in the 
garden of his home in Coconut Grove, 
Florida, on May 6, 1953. Those present 
were deeply impressed by the beauty of 
the scene and by the sermon of the 


were 


Pastor of Plymouth Congregational 
Church, who conducted the services. 


Expressing the spirit of his living, the 
pastor said, “Truly it can be said of 
him as it was said of the historian, Gib- 
bon, ‘He died climbing’.” 

Colonel Montgomery’s passing created 
a vacancy in the accounting profession 
which will be difficult to fill. His 
character and accomplishments will not 
be forgotten by those who knew him. 
In the words of the Bard of Avon “He 
was a man, take him all in all; I shall 
not look upon his like again.” 


The Gentlemen Accomptants 


Glancing at the illustrations of old books on commerce, one is impressed 


by the scholarly atmosphere which enveloped the best counting-houses of 


two or three hundred years ago. Principals and their clerks are depicted 


in the flowing robes of Roman senators or, alternatively, in ultra-business- 
like stances, with quills industriously applied to the parchment pages. 
Looking at these old engravings and wood-cuts, it would appear that even 


then ‘accomptants’ as they were called, enjoyed a superior status in society— 


together with some perquisites and privileges. 


R. Rosert, “The Gentlemen Accomptants,” 
Tue Accountant [England], December 1958 
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Revenue Rulings of 1958 


Affecting Individuals 


By SamuEL A. Dyckman, CPA 


The rulings published in 1958 con- 
struing the income tax provisions of the 
1954 and 1939 Codes and regulations 
issued thereunder have increased over 
the prior year. They have been sum- 
marized and grouped by subject matter 
to permit easy reference for further 
study. 


Alimony 

Sums received in installments by a 
divorced wife from her former husband, 
pursuant to a divorce decree, to pay 
federal income tax deficiencies on ali- 
mony which she failed to report in prior 
years, constitute periodic payments in- 
cludible in the wife’s gross income and 
deductible by the husband. (58-100). 
But that portion of an alimony award 
earmarked to pay off joint indebtedness 
is considered as a payment in discharge 
of the husband’s obligation rather than 
periodic alimony. (58-52). The char- 
acterization by a state court of pay- 
ments received by a divorced wife as 
being payments for her property rights, 
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does not preclude the Service from treat- 
ing them as alimony. (58-192). Further- 
more, alimony payments to be deduct- 
ible under the 1939 Code need be only 
incident to the “status” of divorce. It 
is not necessary to show that the instru- 
ment requiring the payments was made 
‘in contemplation” of divorce, or legal 
separation. (58-451). Payments made 
to a divorced wife in lieu of alimony, 
under a written agreement predicated 
upon a modification of a judgment nisi 
incorporated in a final divorce decree, 
are deductible by the husband. The 
agreement is held to give effect to the 
continuing status of the legal obligation 
of support of the divorced wife, and 
therefore constitutes a written instru- 
ment incident to the divorce. (58-152). 
Where a decree of periodic payment of 
alimony for support and maintenance 
of a wife and minor child makes no 
specific allocation between the wife and 
child, the wife must include the full 
payment in gross income. A subsequent 
reduction by the court of future pay- 
ments, upon the ground that the child 
has attained majority, will not constitute 
such an allocation, and will not alter 
the tax consequences of the original 
decree. (58-52). 
Back Pay 

Income received as a reward for in- 
formation leading to the detection and 
punishment of persons guilty of violat- 
ing the internal revenue laws, does not 
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qualify for spreadback relief as “back 
pay.” (58-326). Nor does lump-sum 
“severance pay” qualify when received 
by commissioned officers honorably dis- 
charged pursuant to the Officers Person- 
nel Act of 1917. (58-196). However, 
the special relief is available for re- 
muneration received by officers under 
the Act of September 2, 1957, for pay 
earned for the period 1932-1931. (58- 
113). A taxpayer need not commence 
court proceedings on his own behalf in 
order to qualify retroactive remunera- 
tion as “back pay” if his rights to such 
pay accrue by virtue of court proceed- 
ings in a factually similar case. (58-33). 


Accounting Methods and Periods 


The installment method may be used 
to report profits on building contracts 
derived under an “Agreement to Fi- 
Construct Sell” (General 
Administration, Form 1276). 
and an “Agreement to Finance Con- 
struction and Sell” (GSA, Form 1271). 
but not as to profits under an “Agree- 
ment to Construct” (GSA, Form 1275). 
(58-281). 
the 1939 Code for filing a bond in 
order to defer gain on installment obli- 


nance, and 


Service 


The requirement imposed by 


gations transmitted at death is equally 
applicable to cases where the recipients 
are tax-exempt organizations. (58-189). 

Proceeds from the sale of wheat by 
a cash basis farmer under a contract 
calling for payment in the year follow- 
ing the contract of sale and delivery, 
are to be included in income for the 
year in which the proceeds are received. 
(58-162). Accrual basis taxpayers who 
pursuant to a 1919 ruling chose to con- 
tinue to and deduct vacation 
pay for the year in which paid, must 
continue on that basis until they adopt 
completely vested vacation-pay plans. 
(58-340). Where a notification from 
the manufacturer establishes an accrual 
hasis dealer’s right to a refund of the 


accrue 
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unspent portion of his contribution to 
an advertising and promotional fund, 
and the amounts of such unspent bal- 
ance can be determined before the due 
date for filing the return for such year, 
the dealer must accrue the refund as 
income in that year. (58-474). Also. 
interest collected in advance constitutes 
taxable the year received, 
even though the lender is on the accrual 
basis and is required by state authori- 
ties to report only earned interest as 
income and to set up reserves for un- 
earned interest. (58-225). A taxpayer 
in the business of issuing bail and ad. 
ministrative bonds cannot establish a 
reserve for bail forfeitures in a manner 
similar to that allowed for bad debts. 
(58-305). One who regularly maintains 
his books and records on a calendar or 
fiscal year basis, but files his returns 
on a different basis, may 
subsequent returns to the 
upon which his books and 
kept. without the Commissioner's prior 
permission. (58-256). 

The increment in value of Series FE 


income in 


change his 
same_ basis 
records are 


savings bonds. none of which was re- 
ported in taxpayer's prior individual 
included in. tax- 
payer's gross income in the taxable 
year in which he transfers the bonds 


returns, need not be 


to a revocable personal trust. (58-2). 
Membership fees received by a club 
which are refundable and in the nature 
of a loan, become taxable income only 
to the extent such fees are applied to 
satisfy delinquent membership dues. 
(58-17). 


Capital vs. Expense 


A taxpayer has effected a binding 
election to expense research and experi- 
mental expenditures where, in his first 
return, he claims a deduction there- 
for, even though he has not shown such 
deduction as a separate item of expense. 
(58-356). The election is available even 
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where the expenditures are recorded 
on the books and financial statements as 
capital account charges or as deferred 
expenses (58-78). Pre-development ex- 
ploration expenditures in connection 
with the mining of ore or other minerals 
which may be expensed or deferred at 
taxpayer's option, may instead be capi- 
talized in any year in which the option 
to expense or defer is not exercised. 
(58-358). Expenditures for poles driven 
into a railway roadbed to correct the 
effects of water pockets and mud heaves, 
may be taken as current 
(58-278 


deductions. 


Restoration of Income Items 


Amounts in excess of $3,000 involun- 
tarily repaid in 1957 to a construction 
company by each of the stockholders, 
and representing excess FHA mortgage 
loan proceeds which had been origi- 
nally distributed in 1952, constitute al- 
lowable deductions for 1957 under the 
provisions of Section 1341 (allowing 
taxpayer to take the deduction in the 
repayment year or to recompute the tax 
for the prior year after eliminating the 
repayment from income) to the extent 
they were reflected in gross income for 
1952. (58-456). But where at the close 
of an escrow arrangement, prepaid in- 
terest is received by taxpayer on a note 
without restrictions, and in a 
quent year a portion of the interest is 
credited to the payer due to prepayment 
of the principal, the transaction is not 
treated as one relating to the restoration 
of amounts held under claim of right 
so as to entitle taxpayer to the benefits 
of Section 1341. (58-226). 


subse- 


Foreign Tax Credit 


Taxes imposed under articles 51 and 
72(22) of the Local Tax Law of Japan 
(but not the tax imposed under article 
92) qualify as income taxes which may 
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be allowable as credits against the U. S. 
income tax. (58-548). The Mexican 
tax imposed under the 1947 Mercantil 
Revenue Law is not allowable for the 
credit (58-3), nor is the Quebec tax 
of 2 percent on premiums received by 
insurance companies in respect of busi- 
ness transacted in the Province, as in 
effect prior to amendment in 1957. (58- 
175). 

A taxpayer may consider a foreign 
tax accrued for the purpose of the for- 
eign tax credit even though liability 
therefor is disputed and cannot be rea- 
sonably fixed. The “contested tax” doc- 
trine (which denies an accrual basis 
taxpayer a deduction for a contested tax 
liability) does not apply in such cases 
since the purpose of the credit is to 
avoid double taxation on the specific 
income from foreign sources when 
earned. (58-55). A domestic parent 
corporation which is assessed a foreign 
income tax based on the earnings of its 
wholly owned subsidiaries cannot pro- 
rate such tax to the subsidiaries for 
purposes of the foreign tax credit. (58- 
518). Where taxpayer received a re- 
fund of foreign taxes for which a credit 
had been allowed, conversion of the 
refund to a dollar value in order to re- 
determine the tax of the earlier year 
should be at the rate of exchange pre- 
vailing at the date of the refund. (58- 
237). In determining what part of the 
foreign tax paid by a foreign resident 
corporation is deductible in computing 
taxable income from U. S. sources, divi- 
dends received from domestic corpora- 
tions are included in full in the numer- 
ator of the fraction-ratio of gross in- 
come from sources within the U. S. to 
the total gross income. Tax-exempt in- 
terest is not so includible. (58-310). 


Foreign Income 


An American employee traveling 
abroad by aircraft who passes over the 
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foreign country before midnight of the 
day of his departure, can start counting 
the 510-full-day requirement of pres- 
ence in a foreign country (for purposes 
of excluding earnings abroad) the day 
following the day of his departure. (58- 
233). A citizen performing services on 
vessels operated in foreign waters, and 
being paid wages by private shipping 
lines as general agents of the U. S. from 
funds specifically supplied by the U. S., 
cannot exclude such compensation from 
gross income even though he satisfies 
the 510-full-day requirement. (58-4). 
Nor can a citizen exclude compensation 
received abroad for rendering technical 
aid and training to nationals of a for- 
eign government, where payment for 
such services is made by the U.S., albeit 
from funds furnished by the foreign 
country. (58-485). Nor are territorial 
cost - of - living allowances excludable, 
where such allowances become part of 
the basic compensation of U. S. em- 
ployees stationed outside continental 
U.S. by administrative order after con- 
version of their positions under the 
Classification Act of 1949. (58-503). 
Monies received without the U. S. by 
a domestic corporation doing business 
in a U.S. possession, and later deposited 
in a U. S. bank, do not constitute 
amounts received within the U. S., and 
the exempt status of such income under 
Section 931 is not adversely affected. 
Where the monies are collected in the 
U. S. by such bank as agent for the 
corporation, the amounts received are 
considered U. S. income even though 
the bank credits such amount to the 
corporation’s account in its branch bank 
located in the possession. However, if 
the bank acting as agent for the cus- 
tomers receives checks drawn to the 
order of the bank, and instructs its 
branch in the U. S. possession to credit 
the proceeds to the account of the cor- 
poration directly, or first to the cus- 
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tomer’s account and then to transfer such 
amounts to the account of the corpora. 
tion in such branch, the income will not 
lose its exempt status. (58-486). 


Aliens 

Gains from the sale of capital assets 
of the estate of a nonresident alien not 
engaged in trade or business in the 
U. S. are not subject to U. S. tax, 
irrespective of the presence in the U. S. 
of the ancillary or domiciliary repre. 
sentative of the estate during the year 
in which the gains are realized. (58- 
232). But an alien serving in the U. §, 
Army, who is present in the U. S. for a 
period of six months for military train 
ing, is considered a nonresident alie: 
engaged in trade or business within the 
U. S., and is taxable on his Army com 
pensation applicable to his stay in this 
country. (58-144). Similarly, a non- 
resident alien individual who operates a 
racing stable in France, and enters a 
horse in a U. S. race, is considered as 
engaged in business within the U. S. 
Any winnings would be subject to tax 
unless exempt by treaty provisions. (58- 
63). 


Capital Gain vs. Ordinary Income 

The Service now agrees with the tax 
court that capital gains treatment will 
be accorded transfers of rights in pat- 
ents even though the payments therefor 
resemble royalties. The fact that the 
agreement provides for termination of 
the rights transferred upon failure of 
the transferee to pay specified minimum 
annual amounts, or upon the insolvency 
or at the instance of the transferee, is 
immaterial. (58-353). The sale of an 
interest in a partnership organized to 
manage and operate an insurance com- 
pany to trustees of another insurance 
company, is a sale of a capital asset. 
However, any amounts received in re- 
linquishment or cancellation of rights 
under the management contract are tax- 
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able as ordinary income (58-394). Held 
to result in ordinary income and _ not 
capital gain, are payments received by 
an employee as consideration for the 
cancellation of an employment contract, 
(58-301); payments received for agree- 
ments to retain ships under American 
registry so that like ships of the payors 
may be transferred to foreign registry 
to meet the requirements of the Mari- 
Administration. (58-296). See- 
“interest” coupons attached to 


time 
ondary 
municipal bonds which represented com- 
mission of underwriters were detached 
by the brokers and sold to taxpayers 
at less than their face amounts. The 
excess of collections of such coupons 
over the taxpayer’s cost is taxable as 
ordinary income. (58-536). Real prop- 
erty purchased by a corporation for use 
in its business which is later found to 
use and_ sold, 
constitutes a 1231 
loss on which is fully deductible. (58- 
133). 


be unsuitable for such 


Section assel. the 


Returnable containers which have a 
useful life of approximately 10 years, 
and for which a deposit is required, are 
considered property used in the trade 
or business subject to the allowance for 
depreciation. However, when the time 
specified for the container return has 
expired, depreciation ceases, and the 
containers then become property sold 
to customers during the regular course 
of business. Accordingly, gain or loss 
from unreturned containers, and from 
forfeiture of deposits, are to be treated 
as ordinary income or loss. (58-77). A 
gain or loss upon the sale of stocks or 
taxpayer in the 
regular course of his business solely 


bonds acquired by a 


for the purpose of obtaining inventory 
goods, and sold immediately after the 
acquisition of such goods, constitutes an 
ordinary gain or loss to be reflected in 
the cost of goods acquired for that year. 
Similarly, where a contractor purchases 
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U. S. bonds which are required to be 
placed in escrow to guarantee the faith- 
ful performance of a contract, and the 
bonds are promptly sold after the con- 
tract is fulfilled, the bonds are not 
treated as capital assets in the contrac- 
tor’s hands. (58-40). But stock of the 
Kederal National Mortgage Association 
required to be purchased by a mortgage 
dealer in order to enable him to sell 
mortgages to the Association, consti- 
tutes a capital investment. (58-41). The 
tax treatment of the recovery by hold- 
ers of certain pre-war debenture bonds 
of a private German corporation who 
exchange such bonds for new bonds, 
scrip, and cash is discussed by the 
Service. (58-397). 


Right to Cut Timber 


If a taxpayer is granted a contractual 
right to cut and remove timber on a 
particular tract of land, he has a pro- 
prietary interest in the timber which 
he cuts, and is therefore entitled to 
capital gain benefits if at the time of 
the cutting he has an unrestricted right 
to sell the logs or use them in his trade 
or business. (58-295). A right to cut 
timber for the account of the landowner 
is not sufficient. (58-579). Timber is 
considered as “cut” when the quantity 
of timber felled is first definitely deter- 
mined rather than at the time of fell- 
ing. (58-135). Direct disposal expenses 
of coal or timber reduce the “amount 
received” for the purpose of computing 
from such dis- 


capital gain or loss 


posal. (58-266). 


Puts, Calls, Wash Sales 


In a comprehensive ruling, the Ser- 
vice reconsiders all its earlier rules and 
redefines the tax treatment of “put” and 
“call” option transactions. (58-234). 
A call option contract, and the shares 
of stock subject to call thereunder, are 
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not “substantially identical property” 
for purposes of the short sales rules. 
The holding period of the call option 
contract is therefore not affected by 
short sales of the same stock during the 
option holding period. (58-384). A loss 
on sale of U. S. Treasury 214% bonds 
maturing 9/15/72, but callable after 
9/15/67. is not prohibited by the wash 
sales provisions where taxpayer within 
30 days of the sale purchased an equal 
face amount of U. S. Treasury 214% 
bonds due 12/15/72 callable after 
12/15/67. The bonds sold not 
“substantially identical” to the bonds 
purchased, since they had different call 
dates, and the former, unlike the latter, 
were not eligible for unrestricted invest- 
ment by banks and were redeemable at 
par in payment of estate taxes. (58- 
210). However, U. S. Treasury 214% 
bonds maturing 12/15/62, callable after 
12/15/59, are “substantially identical” 
to LU. S. Treasury 214% bonds matur- 
ing 6/15/62 callable after 6/15/59. 
(58-211). 


were 


Charitable Contributions 


An amount paid for building bonds 
issued by a church is not deductible as 
a contribution, but a subsequent gift of 
such bonds to the church would entitle 
the donor to a charitable deduction for 
their fair market value at the time of 
the gift. (58-262). Payments made by 
clergymen to a pension fund adminis- 
tered by a church for their benefit are 
personal expenses and not deductible as 
charitable contributions. (58-264). But 
contributions made by third parties to 
pension funds established under a state 
law for the benefit of municipal em- 
ployees are deductible by the donors. 
(58-154). Amounts contributed to a 
state fund to defray the cost of provid- 
ing state units for a presidential inaugu- 
ration parade are deductible as con- 
tributions to or for the use of a state, 
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for exclusively public purposes. (58. 
205). So are contributions to a town- 
ship’s sewer and water system authority 
deductible. (58-473). The cost to a 
taxpayer of creating a statue which he 
donated to a foreign government that 
formally presented it to an American 
city fails to qualify as a deductible con- 
tribution to a city for exclusively pub- 
lic purposes. (58-405). Nor does a con- 
tribution to a civic group organized to 
maintain a desirable residential com- 
munity, and to restrict business interests 
therein, qualify. (58-464). 

Voluntary contributions to a_non- 
profit cemetery corporation, which funds 
are irrevocably dedicated to the care 
of a cemetery as a whole, are deductible 
by the donors as charitable contribu- 
tions. No deduction is allowed, how- 
ever, for payments earmarked for the 
care of a particular lot, whether made 
as part of the purchase price of the 
lot or as a separate payment. Nor is 
a deduction allowed a trust for income 
used for perpetual care of a family 
grave. (58-190). A gift of books to a 
bar association library is not deductible 
unless the library is organized and op- 
erated as a separate fund and qualifies 
for exemption under Section 501(c) (3). 
(58-293). Unreimbursed expenses of a 
member of a charitable organization 
while he is attending a convention as a 
delegate, constitute a charitable contri- 
bution. (58-240). Civil Air Patrol mem- 
are deductions for 
out-of-pocket expenses while perform- 
ing volunteer services. (58-279). 


bers also allowed 


A taxpayer may contribute an undi- 
vided fractional interest in property. 
(58-260: 58-261): or even a gift of a 
future one-half interest in an art object. 
(58-455). A corporation which applied 
for life insurance on the lives of its 
officers and on the same day paid the 
initial premiums, and then irrevocably 
assigned the policies to a charitable 
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organization, may deduct such premiums 
as a Charitable contribution within the 
applicable limitations. (58-372). Con- 
tributions to an organization to im- 
prove the welfare of animals do not 
qualify for the extra ten-percent limita- 
tion. (58-263). 


Local Taxes 

The following taxes have been held 
deductible by the consumer as a tax: 
West Virginia sales and use tax, (but 
not cigarette tax) (58-323); Michigan 
liquor tax on sales by the State Liquor 
Control (58-304); Ne- 
braska gasoline and cigarette taxes (58- 
4: 58-45); Florida sales tax (58- 
54); State of Washington liquor tax 
(58-212); North Carolina sales tax 
(58-292) ; Hawaiian retailing privilege 


Commission 


tax (58-561). 

Held to be nondeductible: City of 
Baltimore tax on tobacco products (58- 
163); Michigan cigarette tax (58-291) ; 
lowa “tax” on public employees to pro- 
vide for their retirement (58-141). 

The City of Cincinnati earned income 
tax on an individual proprietorship is 
an income tax, and as such is not de- 
ductible in computing adjusted gross 
income but only as an other itemized 
deduction. The tax is deductible, how- 
ever, in determining the taxable income 
of a partnership and the individual 
partners are not thereby precluded from 
claiming the standard deduction. (58- 
25). 


Business Expenses 

Payments made secretly to a bank 
oficer for his influence in arranging 
loans by the bank are not allowable as 
ordinary and necessary business ex- 
penses (58-525). Nor are expenditures 
to promote or defeat a constitutional 
amendment deductible (58-255). But 
commissions paid by a marine supplier 


1959 


servicing foreign ships to personnel of 
the ships may be deducted, since the 
practice is customary in the industry 
and is known to the shipowners. (58- 
179). 

An employer may deduct contribu- 
tions to a union apprenticeship fund 
(58-238), or to a non-union negotiated 
supplemental unemployment _ benefits 
plan (58-128). A corporate employer 
may also deduct health insurance pre- 
miums on individual policies for the 
sole benefit of key employees even 
though the same insurance premium, if 
paid by a sole proprietor on insurance 
in behalf of himself, would be con- 
sidered a nondeductible personal ex- 
pense. (58-90). Premiums on a disabil- 
ity insurance policy providing benefit 
payments for the loss of income, dis- 
memberment, or loss of life. are not 
deductible as a business expense in the 
absence of a specific provision that the 
payments are to reimburse the policy- 
holder for business overhead expenses 
during the period of disability. (58- 
180). Only that part of the voluntary 
contributions to a nonprofit exempt 
association organized to render business 
services to its members, which is utilized 
by the association to meet its current 
expenses, may be deductible by the con- 
tributors as a business expense. (58- 
531). State income taxes. interest on 
state and federal income taxes, and 
litigation expenses in connection there- 
with, even though related to income de- 
rived from a trade or business. are not 
business expenses, and are not deduct- 
ible in arriving at adjusted gross in- 
come. (58-142). 

The cost to an airline employee of a 
routine physical examination to estab- 
lish his physical fitness to retain his 
job is deductible as a business expense. 
Any additional expenses to secure medi- 
cal care or physical correction can only 
be claimed as a medical expense. (58- 
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382). Appraisal fees in order to estab- 
lish a personal casualty loss are deduct- 
ible as expenses incurred in determining 
tax liability. (58-180). “Interest” paid 
by a home purchaser on a mortgage, 
prior to assumption of liability, cannot 
be deducted. (58-129). An industrial 
insurance debit agent, whose principal 
activity as employee is to collect pre- 
miums and service and sell weekly and 
monthly insurance policies, is not con- 
sidered an “outside salesman”, and 
therefore cannot take the standard de- 
duction in addition to all his other ex- 
penses. (58-175). 

Mileage and per diem rates not in 
excess of 1214¢ and $15, paid an em- 
ployee for travel, will be deemed to 
have been paid pursuant to an account- 
ing by the employee to his employer. 


(58-453). 


Depreciation and Depletion 
“Worksheets” used by a taxpayer do 
not fulfill the requirement of the regu- 
lations that permanent auxiliary records 
be maintained for reconciling differ- 
ences in depreciation reserves main- 
tained for tax and book purposes. (58- 
306). Accountant’s “worksheets” or 
work papers may meet such require- 
ments. (58-601). In changing from the 
declining-balance method of computing 
depreciation to the straight-line method, 
salvage value is to be determined in 
accordance with the conditions existing 
at the time of such change, and not at 
the date of acquisition. (58-420). The 
sum-of-the-years-digits method of com- 
puting the allowance for depreciation 
may not be used for group, classified, 
or composite accounts, where the gross 
additions are reduced only by retire- 
ments computed in accordance with a 
theoretical survivor curve. (58-355). 
Where depreciable assets are partially 
certified as an emergency facility, only 
the uncertified cost of the facility would 
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be subject to the depreciation allow. 
ance. Accordingly, only the estimated 
salvage value on the uncertified portion 
is to be taken into account in making 
such determination. (58-131). 


In computing the adjusted basis for 
depreciation of property owned by a 
husband and wife as tenants by the 
entirety at the date of the husband's 
death, the basis of the interest in the 
property purchased by the wife must 
be reduced by depreciation for the pe- 
riod prior to the husband’s death. Ad- 
justment must also be made with re. 
spect to any portion of the interest she 
acquired from the decedent prior to his 
death. However, no adjustment is re- 
quired for depreciation allowed the hus- 
band before his death with respect to 
any interest acquired solely by reason 
of his death. (58-130). A voluntary 
contribution, by a corporation with 
properties on both sides of a river, to 
defray in part the cost of state construc- 
tion of a bridge, constitutes a capital 
expenditure depreciable over the useful 
life of the bridge to the corporation. 
(58-373). 

Intangible drilling and development 
costs incurred by an operator in drilling 
nonproductive oil or gas wells in a 
producing field must be deducted, in 
determining taxable income, from the 
producing property for the percentage 
depletion limitation, where the costs of 
the dry holes are incurred in the devel- 
opment of the same producing deposit. 
However, the cost of drilling a non- 
productive well in an attempt to pene- 
trate an entirely different and separate 
reservoir horizon is not deductible from 
the income of the producing property, 
unless the election to aggregate the 
separate deposits has been exercised. 
(58-231). For percentage depletion pur- 
poses gypsum is “stone” as that term 
is defined in the 1939 Code, regardless 


of its use. (58-593). 
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Dependents and Support 


A taxpayer made a lump-sum pay- 
ment to a religious home to take care 
of his aged father. The fund was de- 
termined on the basis of an annual 
maintenance cost for the father’s life 
expectancy. For purposes of claiming 
the dependency exemption, taxpayer is 
considered to have contributed each year 
toward support of his father the annual 
maintenance cost until the fund is ex- 
hausted. If the father does not survive 
his life expectancy no, part of the ad- 
vance payment retained by the home 
can be taken as a charitable contribu- 
tion. (58-303). Support in the form 
of lodging is measured by fair rental 
value (58-302), and includes church 
contributions but not federal, state or 
city income taxes, or social security 
taxes, paid by a dependent from his own 
income. (58-67). In determining the 
proper taxable year to claim an exemp- 
tion based on liabilities incurred in sup- 
porting a dependent in one year, which 
were not paid until a later year, the 
year in which the support was received 
controls, and not the year of payment 
of the indebtedness. (58-404). Where 
social security benefits are payable to 
a husband and wife jointly through one 
check, the separate amount attributable 
to each must be considered in determin- 
ing whether either party received more 
than 50 percent support from an indi- 
vidual so as to qualify such individual 
for dependency exemptions. (58-419). 
Student nurses’ room and board consti- 
tute scholarships and are to be disre- 
garded in determining for dependency 
purposes whether the nurses received 
more than half of their support from 
their parents. (58-338). The Service 
may not disclose information furnished 
to it by the taxpayer’s former spouse 
relative to amounts expended for the 


support of their child. (58-120). 
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A citizen and resident of American 
Samoa, a U. S. possession, has the 
status of a national but not a citizen of 
the U. S. He cannot qualify as a de- 
pendent for tax purposes. (58-381). A 
common law marriage if entered into in 
a state which recognizes such marriages, 
is also recognized for federal income 
tax purposes. (58-66). 


Child Care 


For purposes of computing the child- 
care deduction, a decree for support 
of an abandoned wife does not result in 
a “legal separation” of the spouses. (58- 
321). A wife legally separated from her 
husband, even though she is a non- 
resident alien, is entitled to deduct child- 
care expenses in connection with her 
employment within the U. S. (58-434). 


Wages 


The following formulas are accept- 
able by the Service for use by an em- 
ployer in computing the gross amount 
of a bonus where the employer wishes 
to pay the employee a stated amount of 
take home pay, and to pay on the em- 
ployee’s behalf the applicable with- 
holding and FICA taxes: (a) increase 
net bonus by 25.32% to reflect an 18% 
withholding and 2.25% FICA tax; (b) 
increase net bonus by 21.95% to reflect 
only the 18% withholding tax, if the 
employee is not subject to FICA. (58- 
113). A bonus paid by a baseball club 
to a professional player solely for sign- 
ing his first contract, without any re- 
quirement of subsequent service, does 
not constitute wages subject to withhold- 
ing. If the bonus were predicated upon 
continued employment, it would be sub- 
ject to withholding. (58-145). “Wages” 
on a serviceman’s W-2 form for social 
security tax includes only basic pay, 
while income tax “wages” on the same 
form include other amounts, such as 
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sea and foreign duty pay. hazardous 
duty pay, and diving duty pay. (58- 
532). Amounts charged to federal prison 
employees for meals and living quarters 
be excluded from their gross 
salaries under the “convenience of em- 


cannot 


ployer” rule, since the exclusion applies 
only to meals and lodging furnished in 
kind, without charge or cost to the em- 


ployee. (58-545). 


Grants and Fellowships 


The Cabot prize in journalism is ex- 
cludable from the recipient’s income. 
(58-89). Grants excludable as fellow- 
ships, subject to the $300-a-month- 
36-month limitation, include stipends 
granted high school and college teach- 
ers by the National Science Foundation 
(58-198) ; grants for research and travel 
from the National Institute of Health 
(58-179): and research grants by the 
American Heart (58-76). 
However, college pay to a teacher on 


Association 


sabbatical leave while engaged in re- 
search in his particular field of interest. 
does not qualify as a fellowship. (58- 
222). Nor does the value of educa- 
tional benefits received by a taxpayer's 
minor son under the Navy’s educational 
assistance program qualify (58-403), or 
an award which carries with it an ap- 
pointment to an officially established 
position as a U. S. civil service em- 
ployee (58-322). 


Indians 


Income derived by a member of an 
Indian tribe from unallotted Indian 
tribal lands cultivated by him under an 
arrangement with the tribe, is taxable. 
(58-320). Also ruled taxable is income 
derived from the sale of cattle raised on 
allotted and restricted Indian lands 
while such ‘ands are held by the U. S. 
as trustee. (58-64). The basis for com- 
puting gain to an Indian allottee from 


128 


the sale of allotted and restricted lands 
previously held by the U. S. in trust for 
Indians, is its market value as of the 
date he received the allotment if prior 
to 1921, but not less than the March 1. 
1913 value if received prior to that date, 
Where the trust allotment was received 
after 1920 his basis is the March 1. 
1913 value. (58-341). 


Inventories 


The proper method of determining in- 
ventories under the unit-live-stock-price 
method in a community property state 
where one spouse dies during the tax- 
able year is fully outlined by the Ser- 
vice. (58-393). A taxpayer who in. 
cludes depreciation as part of inventory 
costs in determining gross income, must 
also include that portion of amortization 
of emergency facilities equivalent to the 
depreciation that would have been in- 
cluded had the facilities not been sub- 
ject to amortization. (58-181). 


Involuntary Conversion 


A federal court’s order to a corpora- 
tion to divest itself of. ownership of 
certain stock, because such ownership 
violates the anti-trust laws, is not the 
taking of stock for public use. The 
sale of such stock pursuant to the order 
is not an involuntary conversion. (58- 
11). Nor does the publishing of news- 
paper articles to the effect that certain 
property is to be condemned by the city 
authorities, even though confirmed by 
city officials, constitute a sufficient 
threat or imminence of condemnation. 
(58-557). 

The purchase of a house and lot and 
also a vacant lot, together with the cost 
of moving a house onto the vacant lot. 
constitute a proper replacement of prop- 
erty “similar in service or use” to thal 
converted in the case of an involuntary 
conversion of residential property. (58: 
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396). Improved property immediately 
converted into a parking lot is a suitable 
replacement for unimproved property 
operated as a parking lot prior to the 
conversion. (58-245). Where property 
owned by a trustee is involuntarily con- 
verted. and shortly thereafter the trust 
terminates and the trust res is distrib- 
uted. the beneficiaries may take advan- 
tage of the nonrecognition provisions 
by investing in property similar or re- 
lated in service or use to the property 
held by the trustee. (58-107). 


Medical Expenses 


Held deductible as medical expenses 
are the costs of special aids to assist in 
the education of a child progressively 
becoming blind (58-223); the cost of 
keeping a mentally retarded child at a 
special school (58-280), or at a special 
home (58-481), or at a 
equipped children’s center 


specially 

(58-533) ; 
the cost of an autoette or wheel chair 
(58-8): the cost of a reclining chair 
prescribed for a cardiac patient (58- 
155): and the cost of travel to a tem- 
perate area by a taxpayer of advanced 
age stricken with arteriosclerotic heart 
disease (58-110). Expenses for a do- 
mestic to care for taxpayer’s home and 
children, in order that his ill wife may 
have complete rest. are nondeductible 
personal expenses. (58-339). Premiums 
paid for accident and health insurance 
providing for reimbursement of medical 
expenses are deductible as a medical 
expense even though the benefits are 
paid without regard to the amount of 
medical expenses actually incurred by 
ine policyholder. (58-602). 


Sick Pay 


The sick-pay exclusion is not applic- 
able to a paid holiday which is a non- 
working day. If sickness begins on 
such a paid holiday, the seven-day wait- 
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ing period begins on the next working 
day. but will thereafter include non- 
working days. (58-371). A taxpayer 
who after returning to work following a 
personal injury was required to be ab- 
sent for two or three hours each day at 
various intervals for medical treatments 
directly necessitated by the injury, may 
exclude from his gross income as “sick 
pay” the part-time pay he receives under 
an accident or health plan of his em- 
ployer. This rule does not apply to 
intermittent periods of absence from 
work (without hospitalization) on ac- 
count of sickness, in view of the seven- 
day limitation. (58-163). Lump-sum 
payments received by a federal em- 
ployee for accumulated and current ac- 
crued annual or vacation leave, upon 
retirement for disability before the 
normal age of retirement. do not qualify 
as sick pay. (58-178). Similarly, mili- 
tary personnel who are under the man- 
datory retirement age of 62, and who 
are on the retired list for reasons other 
than physical disability, are not con- 
sidered “absent from work.” (58-43). 
Even if a serviceman is retired for 
physical disability, the sick-pay exclu- 
sion will not be applicable while he is 
employed by some U. 


oc 


partment. (58-599). The exclusion does 


S. agency or de- 


not apply to payments received under a 
plan after the employee’s normal retire- 
ment age. The Service determines such 
age as 60 and 55 for males and females 
respectively under a_ particular plan 
where the lowest age at which an em- 
ployee can retire without consent of the 
employer is 60 in the case of a male em- 
ployee. and 55 in the case of a female 
employee, both with 20 years of service. 
(58-544). 

A salesman’s commissions paid on 
transactions with his regular customers 
during a period when he was absent 
from work because of illness are exclud- 


able as sick pay. (58-462). 
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Amounts which a public school teacher 
receives while on sabbatical leave for 
restoration of health may be excluded 
from gross income provided the pay- 
ments are received for a period which 
does not include the recipient’s summer 
or other vacation period. (58-91). 


Prizes and Awards 


The value of merchandise won by a 
contestant on a TV show which is not 
readily ascertainable should be reported 
on information returns (Form 1099) at 
the suggested retail selling prices. The 
recipient may, of course, claim on his 
individual return that the value of the 
prize was less than such reported retail 
value. (58-347). A house 
prize in an essay contest is taxable, 
regardless of the fact that subsequent 
events may require the winner to re- 
convey title to the sponsor. (58-101). 
The fair market value of an award re- 
ceived by a family in connection with a 
public conference to select an “average” 
family is fully taxable. (58-354). Also 
taxable are awards by a union to mem- 
bers who complete twenty-five years of 
service. (58-277). 


won as a 


Vacation Pay 

Vacation-pay-plan deductions may be 
accrued even though the plan is not 
in a written contract form, provided the 
employees have a vested right in the 
vacation pay and the liability of the 
employer is clearly established and cap- 
able of being computed with reasonable 
(58-18). 


accuracy. 


What is Income? 

Lockout benefits received by mem- 
bers and nonmembers of a union are 
includible in income even though dis- 
tributed on the basis of need, and ir- 
respective of the nature and form of the 
payments. (58-139). Reimbursement for 
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wages lost incident to an individual’s 
suspension as a security risk, but later 
cleared, constitutes taxable income since 
the settlement is essentially a substitute 
for wages earned. (58-140). Amounts 
received in settlement of a libel suit 
covering compensatory and exemplary 
damages constitute taxable income only 
to the extent of the exemplary damages. 
(58-418). Indemnification payments to 
former Nazi victims by Austria and 
West Germany are excludable from in- 
come. (58-370; 58-500). Also exclud- 
able are insurance payments made di- 
rectly to employee passengers of a pri- 
vate corporation’s plane upon their in- 
jury or death, where they executed a 
release of all claims against the insured 
company (58-578); the rental value of 
a parsonage given to an ordained in- 
dividual employed by a Jewish com- 
munity center to perform rabbinical 
duties (58-221) ; 
sued by a water district established un- 
der state law, even though the bonds 
will be payable solely from, and secured 
by, the income from operation of the 
water works. (58-452). 

FHA insurance rebates to a successor 
or assignee of the original mortgagor 
constitutes income to the extent that 
such rebate exceeds the total premiums 
paid for the period the distributee as- 
sumed the mortgage. (58-380). Un- 
sold livestock and farm crops owned by 
a cash basis farmer at the time of his 
death constitute items of property or 
inventory,, and are not rights to, or 
items of, “income in respect of a de: 
cedent.” (58-436). The excess of fair 
rental value of an apartment occupi d by 
a stockholder in an apartment building 
owned and operated by a corporation 
for profit, over the amount of rent paid, 
constitutes a dividend to the share- 
holder. (58-1). The Service finally con- 
cedes that voluntary payments to widows 
by their deceased husbands’ employers 


interest on bonds is- 
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Revenue Rulings of 1958 Affecting Individuals 


may be nontaxable gifts under the 1939 
Code. (58-613). Unspent contributions 
received by a non-profit membership 
corporation operated for the purpose of 
promoting the sale of the members’ 
products, are taxable to the corporation 
where its use of the funds is not re- 
stricted solely to advertising and ad- 
ministrative expenses incident thereto. 
(58-209) . 


Whose Income? 


Earnings for services donated by em- 
ployees under an industry-wide fund- 
raising plan are includible in the em- 
ployees’ income even though payment 
is made directly to the charity by the 
employer. (58-495). Similarly, quiz 
show winnings are taxable to a con- 
testant in spite of his request that any 
prize he might win be paid directly to 
a charity. (58-235). Nor can a parent 
avoid tax by an anticipatory arrange- 
ment to vest any prize income in his 
child. (58-127). But gross receipts from 
a “telethon” conducted by a TV station, 
all of which are turned over to a chari- 
table organization, do not constitute in- 
come to the station. (58-276). Inter- 
est credited by a bank to an account 
legally belonging to a minor is taxable 
to the minor, even though the account 
is in the name of the parents as trus- 
tee. (58-65). A policeman employed 
in private industry as agent of the police 
department, and required to turn over 
his compensation for private work to 
the police pension fund, is not taxable 
on such compensation. (58-515). Nor 
does a doctor working full time on a 
hospital staff, have to include in his 
income the amount of checks received 
from hospital patients which he is re- 
quired to endorse over to the hospital. 
(58-220). An assignment by the fee 
owners and lessors of a lease in trust, 
which authorizes the trustee to receive 
all rentals payable under the lease, but 
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gives him no authority to assign or in 
any way transfer or encumber such 
lease, is ineffective to relieve the grantors 
of tax upon the trust income. (58-337). 
Back interest coupons received after a 
refunding of certain prewar Japanese 
bonds retain their character as inter- 
est. Any gift of such coupons is an an- 
ticipatory assignment of income, and 
any amounts received by the donee upon 
their sale or redemption will be taxed 
as ordinary income to the donor in the 
year the income is received. (58-275). 


Retirement Income 


Rental income from crop shares does 
not lose its identity as rental income 
for purposes of the retirement income 
credit, even though such income does 
qualify as net earnings from self em- 
ployment because there is a material 
participation by the landlord in the pro- 
duction or management of the crops. 
However, because of such “material 
participation” an allowance for personal 
services, not to exceed 30 percent of the 
net rents, must be taken into considera- 
tion in reducing the $1,200 of retire- 
ment income. (58-257). 


Basis 

The Service will continue to require 
valuation of contracts or claims to re- 
ceive indefinite amounts of income, such 
as those acquired in liquidation of a cor- 
poration, in spite of the difficulties of 
valuation. Only in rare and extra- 
ordinary cases will such property be 
considered as having no ascertainable 
value. (58-402). A transferee-corpora- 
tion’s payment of a liquidated trans- 
feror’s taxes, and receipt by the trans- 
feree of a refund of the transferor’s ex- 
cess profits taxes, relate back to the 
transfer and are treated as adjustments 
to the selling price of the transferor’s 


stock. (58-374). 
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Restricted Stock Options 

An optionee under a restricted stock 
option plan will qualify for special in- 
come tax treatment even though he ex- 
ercises his option while employed by a 
corporation which became a subsidiary 
after the option had been granted by 
the parent. (58-324). That portion of 
the voting stock which a corporation’s 
subsidiaries own in another company, 
and which the subsidiaries are prohib- 
ited by state law from voting, is dis- 


up were to terminate upon liquidation 
or dissolution of the corporation or upon 
any merger if that corporation were not 
the surviving corporation, but would be 
exercisable in full immediately prior to 
such events, qualifies as “a substitution 
of a new option for the old option” pur- 
suant to Section 421(g). (58-499). In 
determining whether an optionee owns 
less than ten percent of the corporate 
stock so as to qualify the option as 
a “restricted stock option.” the op- 


regarded in determining whether the 
corporation possesses 50 percent of the 
stock of the other company, thereby 
qualifying as a parent corporation for 
purposes of the special treatment of 
stock options granted corporate em- 
ployees. (58-308). An exchange of 
stock options by reason of a corporate 
reorganization, where the options given 


tionee is considered to own 


tionately the present interests of quali- 


propor: 


fying relatives in a trust holding shares 
of stock in the corporation granting the 
option, but is considered not to own 
remainder or other remote interests of 
such relatives. whether vested or con- 


tingent. (58-325). 


The Imaginative Approach 


Were I to name the most important piece of equipment for a man in 
our profession, I should choose “imagination,” particularly when linked to 
a healthy skepticism which, taking nothing for granted, induces those 
endowed with this essential quality of the mind constantly to challenge what 
has been done and what is being done with a view to finding better ways 
of doing it in the future. Imagination is mental synthesis as it were, the 
happy faculty enabling us to shape a combination of past experiences into 
new thoughts and ideas. 

It is the imaginative approach to the tasks before us which makes for 
an outstanding piece of work and for services of the highest caliber to our 
clients. It is the approach which recognizes accounting for what it is 
a means to an end—and which, thus conceived, enables the accountant 
to exercise his important function in the best interests of the investor, the 
credit grantor and the manager. It is the approach by which the auditor 
arrives at sound conclusions concerning the integrity of the financial state- 
ments and which keeps him alert to signals pointing to possible irregulari- 
It enables the tax specialist to see through the maze of complex 


ties. 
Imagina- 


transactions and to discover opportunities for sound tax advice. 
tion is the essential faculty which the specialist in management advisory 
services must possess and which distinguishes the run-of-the-mill solutions 
to the multitude of methods and management problems from solutions 
arrived at by skillfully blending best experience with incisive analysis 
and forward thinking. 


JoserpH Petes, “The Imaginative Approach,” 
Tue Price Waternouse Review, December 1958 
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New York State Tax Forum 


Guest Editor—S1DNEY BLUMENBERG. CPA 


The technical meeting sponsored by 
our Society’s Committee on New York 
State Taxation, held on December 22, 
1958. developed a number of interesting 
and useful ideas some of which we shall 
undertake to repeat for the benefit of 
those who could not attend. 


({llocation Problems 


Mr. William Etkin, one of the panel- 
isis, pointed out that in applying the 
allocation factors, goods received on 
consignment should be ignored for pur- 
poses of the tangible property factor 
of the franchise tax return, because they 
are not the assets of the taxpayer. He 
also dealt with the problem of substi- 
tuting for the prescribed formulae 
where inequities are resulting. A tax- 
payer is not entitled as a matter of right 
to substitute a formula. However, it 
is suggested that the corporation should 
calculate its tax liability using the reg- 
ular formula and, in addition, it should 
attach a rider explaining: the nature of 
the business and why the regular for- 
mula is not applicable. A recomputa- 
tion should also be submitted using its 
proposed formula and the State Tax 
Commission should be requested to au- 
thorize the use of the special formula. 
Of course, the taxpayer should develop 
ils position comprehensively in order 
to justify the adoption of an alternate 
formula. 





SipnEY BLUMENBERG, CPA, is chairman 
of the Society's Committee on New 
York State Taxation. He is engaged 
in public practice in his own office in 


Vew York City. 
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Two cases which recognized the de- 
sirability of substitution dealt with: 

1. A qualified corporation which 
had no real property and whose tan- 
gible personal property was limited to 
office equipment. 

2. A qualified manufacturer which 
had no factory in New York State and 
sought to substitute public warehouse 
rentals for the receipts factor. 

A partnership may substitute for the 
official allocation formula any of the 
following methods: 

1. The use of an accounting system 
which will clearly disclose the income 
attributable to New York. 

2. The use of an allocation method 
elected by the taxpayer and based on 
his books, provided the Tax Commis- 
sion approves the method. 

3. The use of a method prescribed 
by the Tax Commission where the 
above methods do not allocate a fair 
portion of net income to New York. 

It is noteworthy, too, that gain or 
loss or income from real property sit- 
uated in New York is required to be 
included in its entirety in the compu- 
tation of net income and is not subject 
to allocation. On the other hand, gain 
or loss, or income from real property 
situated outside of New York State is 
not in whole or in part subject to the 
unincorporated business tax and is not 
included in the income subject to allo- 
cation. This is in contrast to the treat- 
ment for franchise tax purposes where 


Ep. Nore: For an interim period, until a 
permanent departmental editor has been 
selected, this department will be conducted 
by guest contributors. 
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all income is allocable under the gen- 
eral statutory formula. 


Estates and Trusts 

Mr. Oliver Cromwell, another panel- 
ist, emphasized an important difference 
between federal and state treatment of 
capital gains. Under the Internal Rev- 
enue Code the capital gains and losses 
may be passed on to the beneficiary, 
whereas under the New York law the 
fiduciary is required to pay the tax on 
the capital gains and absorb the capi- 
tal losses. Another difference arises 
from the fact that New York has no 
section comparable to Section 642 th) 
of the Internal Revenue Code. This 
section provides that unused losses on 
termination of the estate or trust shall 
be allowed as a deduction to the bene- 
ficiaries succeeding to the property of 
the fiduciary. 


Changes in Resident Status 

Mr. Philmore H. Friedman, who dealt 
with questions involving personal tax 
problems, pointed out that whenever a 
taxpayer moves in or out of the state, 
his income is placed on the accrual 
method. Consequently, income earned 
within the state cannot escape taxation 
merely by moving out of the state be- 
fore the income There 
appears to be no similar provision in 
the statute or regulations with respect 
to deductions; however, he advises, ad- 
ministrative policy is to place deduc- 
tions on the accrual basis when there 
is a change of residence. 


is collected. 


“Spin-offs” 
Mr. Stanley Beckerman cautioned 
that some spin-offs which qualify as 
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tax-free for federal income tax pur- 
poses would not produce the same re. 
sult for state tax purposes. He noted 
that New York has no equivalent stat- 
ute to Section 355 of the Internal Rey- 
enue Code. Accordingly, for New York 
income tax purposes, if the distribu- 
tion is essentially equivalent to the re- 
ceipt of a taxable dividend by the 
the full amount of the 
distribution would be as divi- 
dend income regardless of the treatment 


shareholders, 
taxed 


for federal purposes. However. an ex- 
change of stock for stock may achieve 
a tax-free result for state purpos:s. 


Review of Proposed Adjustments 

Another panelist, Mr. Peter J. La Bar- 
bera advised that informal conferences 
may be requested successively with the 
group supervisor and unit chief in cases 
of disagreement with the initial pro- 
posed adjustments, and, where the com- 
plexity of the issues or the amounts in- 
volved warrant it, with the deputy com- 
missioner or other individual in charge 
of the branch. 


Use of Reproduced Forms 

It must be emphasized -because of its 
timeliness, that all reproduced, submit- 
ted forms must be signed by the tax- 
payer; a reproduction of the signature 
is not acceptable. 

Attention is called to the ruling of 
the State Tax Commission, dated No- 
vember 24, 1958, which deals with the 
subject of reproducing forms for in- 
come and unincorporated business tax 
purposes. Practitioners filing such forms 
should carefully comply with the rules 
stated therein in order to protect them- 
selves against the rejection of any 
reproduced forms. 
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Accounting at the SEC 


Conducted by Louts H. Rappaport, CPA 


The entire text of the U. S. Securities and Exchange Commission’s 
Accounting Series Release No. 81 is reproduced in two install- 
ments. The second installment will be published in the March 
1959 issue. The Release is dated December 11, 1958. 


Independence of Certifying Accountants — Compilation of 
Representative Administrative Rulings in Cases 
Involving the Independence of Accountants 


The Securities and Exchange Commis- 
sion today announced the publication 
of an additional release in its Account- 
ing Series dealing with independence of 
This release, which sum- 
Commission’s 


accountants. 
marizes cases in the 
experience under the independence rule’ 
since the publication of Accounting 
Series Release No. 47 on January 25, 
1944, together with prior releases and 
Commission decisions reflects the devel- 
opment of policy regarding the practice 
of accountants before the Commission 
over a period of some twenty-five years. 
See Appendix. 

The various laws administered by the 
Commission either require or give the 
Commission power to require that finan- 
cial statements filed with it be certified 
by independent accountants, and with 
minor exceptions the Commission’s rules 





Lous H. Rappaport, CPA, a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, CPAs, is the author of 
SEC AccounTING PRACTICE AND PRro- 
CEDURE. 


‘. Rule 2-01 of Regulation S-X. 


require that such statements be so certi- 
fied. The concept of independence was 
well developed and the value of a review 
by independent accountants who are in 
no way connected with the business was 
established before the passage of the first 
Act now administered by the Commis- 
sion-—the Securities Act of 1933. 


The passage of the Securities Act, 
however, is an important landmark in 
the development of the concept of the 
responsibility of the independent ac- 
countant to the investor and the public. 
The original draft of the Securities Act 
did not require certification by inde- 
pendent accountants. A representative 
of the accounting profession appeared 
at the hearings on the bill before the 
Committee on Banking and Currency of 
the United States Senate to suggest 
revisions of the bill.* He pointed out 
that the bill as drafted imposed “highly 
technical responsibilities upon the Com- 
mission as to accounting principles, their 
proper application and their clear ex- 
pression in financial statements,” and 


2. Statement of Col. A. H. Carter, President of the New York State Society of Certified 
Public Accountants, before the Committee on Banking and Currency, United States Senate, 


73d Congress, Ist Sess., on S. 875, p. 55. 
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suggested the bill be revised to require 
that “the accounts pertaining to such 
balance sheet, statement of income and 
surplus shall have been examined by 
an independent accountant and his re- 
port shall present his certificate wherein 
he shall express his opinion as to the 
correctness of the liabilities, 
reserves, capital and surplus as of the 
balance sheet date and also the income 
statement for the period indicated.” 


assets. 


The committee considered at length 
the value to investors and to the public 
of an audit by accountants not connected 
with the company or management and 
whether the additional expense to in- 
dustry of an audit by independent ac- 
countants was justified by the expected 
benefits to the public. The committee 
also the advisability and 
feasibility of requiring the audit to be 
made by accountants on the staff of the 


considered 


agency administering the Act. 


In the report on the bill the Senate 
committee stated that it was intended 
that those responsible for the adminis- 
tration and enforcement of the law 
should have full and adequate authority 
to procure whatever information might 
be necessary in carrying out the pro- 
visions of the bill, but it was deemed 
essential to refrain from placing upon 
any Federal agency the duty of passing 
judgment upon the soundness of any 
security®. The proposal to require certifi- 
cation by independent public accountants 
was incorporated in the bill as passed. 

The requirement that industry furnish 
financial statements certified by inde- 
pendent accountants imposes upon the 
Commission the responsibility of ascer- 
taining whether audits pursuant to its 
are made by qualified 
independent accountants. Rule II (e) 
of the Commission’s Rules of Practice 


3. Senate Report No. 47, 73d Congress, Ist 
Sess., p. 2. 
1. See Rule 2-02 of Regulation S-X. 


requirements 
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and Rule 2-01 of Regulation S-X reflect 
this concern. Under Rule II (e) the 
Commission may disqualify, and deny, 
temporarily or permanently, the privi- 
lege of appearing or practicing before 
it to any accountant who is found by the 
Commission after hearing in the matter 
not to possess the requisite qualifications 
to represent others; or to be lacking in 
character or integrity: or to have en- 
gaged in unethical or improper profes. 
sional conduct. These proceedings are 
conducted privately and may or may 
not result in a published opinion. They 
have been rare. Day-to-day problems 
arising under Rule 2-01 of Regulation 
S-X are largely concerned with deter- 
mining whether particular relationships 
are of a nature which would prejudice 
the independent status of an accountant 
with respect to a particular client. 

In administering Rule 2-01 the Com- 
mission has not attempted to set up 
objective standards for measuring the 
qualifications of accountants other than 
requiring that they be in good standing 
and entitled to practice as independent 
accountants in their place of residence 
or principal office. However, it is ex- 
pected that they will have adequate 
technical training and proficiency and 
will conduct their audit in a workman- 
like manner in accordance with gener- 
ally accepted auditing standards.‘ Rule 
II (e) of the Rules of Practice recog- 
nizes that ethical and __ professional 
responsibility is founded upon character 
and integrity. 

As stated in Accounting Series Re- 
lease No. 47, the Commission has con- 
sistently held that the question of 
independence is one of fact, to be 
determined in the light of all the perti- 
nent circumstances in a particular case. 
but it has not been practicable to iden- 
tify all of the circumstances which might 
prevent an accountant from being inde- 
pendent. However. in Rule 2-01 (b) 
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Accounting at the SEC 


of Regulation S-X, as recently revised® 
to recognize the increasing complexities 
in the business world, the Commission 
has stated that “. . . an accountant will 
be considered not independent with 
respect to any person or any of its 
parents or subsidiaries in whom he has, 
or had during the period of report, any 
direct financial interest or any material 
indirect financial interest; or with 
whom he is. or was during such period, 
connected as a promoter, underwriter, 
voting trustee, director, officer, or em- 
ployee.” In connection with this revi- 
sion practicing accountants indicated 
that an interpretive release similar to 
Accounting Series Release No. 47 would 
he a helpful guide to the profession. 
This release therefore summarizes pre- 
viously unpublished rulings on inde- 
pendence which have arisen under the 
several Acts administered by the Com- 
mission. A finding in a particular case 
that an accountant is not independent 
under our rules does not necessarily 
reflect on his professional standing or 
qualification to serve other registrants 
with the Commission. 

In Accounting Series Release No. 47 
it was said that it was not feasible to 
present adequately in summarized form 
the circumstances existing in particular 
cases in which it was determined not 
to question an accountant’s independ- 
ence. The growth of the accounting 
profession since 1944 and the number 
of inquiries received from public ac- 
countants unfamiliar with the rules 
suggest the need for publication of 
rulings in this category. 

Administrative rulings in this area 
have been reviewed and there are stated 
briefly herein the relationships which 
existed in select cases where an account- 
ant was not denied the right to certify 
the financial statements because under 


5. Accounting Series Release No. 79, April 
8, 1958. 
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the circumstances it was concluded that 
the independence of the accountant was 
not prejudiced. It is emphasized that 
these rulings were made after taking 
into consideration all known relevant 
circumstances and under changed cir- 
cumstances the relationships stated in 
some of these examples could be dis- 
qualifying. Appropriate procedure in 
all cases where any doubt exists is to 
discuss the facts with the staff. 

The following examples have been 
selected as representative of administra- 
tive rulings in specific cases: 


Not Independent 


Representative situations in which 
accountants have been held to be not 
independent with respect to a particular 
client: 

I. Relationships Specified in Rule 
2-01 (b) of Regulation S-X 


A. Financial Interest 

1. An accountant took an option for 
shares of his client’s common stock in 
settlement of his fee. The option subse- 
quently appreciated in value. The ques- 
tion of independence arose in connection 
with a proposed merger and application 
for listing on a national securities ex- 
change. 

2. Chartered accountants for a pro- 
posed registrant, a foreign corporation, 
owned a stock interest in the company. 

3. Company A proposed filing a reg- 
istration statement for a securities issue, 
part of the proceeds of which were to 
be used to acquire the assets of Company 
B. The certificate of the accountants of 
Company B could not be accepted for 
inclusion in the registration statement 
because a partner of the firm owned 
stock of Company B. 

4, Using their own funds, the wives 
of partners in an accounting firm pur- 
chased stock in a client of the firm im- 
mediately prior to registration. 

5. Shares of stock in a proposed 
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registrant held by an accountant’s wife 
had originally been received by him in 
settlement of his audit fee. 

6. Partners and staff members of a 
small accounting firm which had certi- 
fied the financial statements included 
in a registration statement subsequently 
acquired shares of stock of the regis- 
trant. They were denied the privilege 
of certifying subsequent financial state- 
ments to be included in a post-effective 
amendment to the registration statement. 

7. An interpretation was given that 
the S. E. C. does not recognize a differ- 
ence between a corporation and a regis- 
tered investment company which would 
permit the ownership of shares in the 
latter by the accountant certifying its 
financial statements filed with the Com- 
mission. 

8. After the issuance of an offering 
circular, some partners of the accounting 
firm which had certified the financial 
statements acquired shares of the com- 
pany. In connection with a subsequent 
listing application the registrant was 
advised that the accountants had lost 
their independent status. 


B. Director, Officer, Employee 

9. From the time of organization of 
a proposed registrant in November 1952 
until July 1954, an accountant served 
as assistant treasurer, comptroller and 
director with the responsibility of keep- 
ing the accounts of the company and 
also acted as co-signer of checks. He 
also owned shares of the registrant’s 
common stock. In July 1954 arrange- 
ments were made for an issue of securi- 
ties. Even though the accountant 
severed his affiliation with the company 
as officer and director and made a gift 
of his shares of stock to his daughter, 
his certificate was not acceptable. 

10. A partner in the firm of certify- 
ing accountants was a director of a 
proposed registrant, a stockholder, and 
a trustee of a testamentary trust which 
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controlled a substantial portion of the 
registrant’s stock. Even though he were 
to resign as director and trustee and 
dispose of his stock interest, the account- 
ing firm could not be considered inde. 
pendent in connection with the proposed 
registration. It was also held that an- 
other partner of the accounting firm act- 
ing individually and apart from the firm 
could not be considered independent. 

11. A partner in an accounting firm 
acted as controller and exercised some 
supervisory powers with respect to the 
proposed registrant’s accounting proce- 
dures. 

12. Financial statements for the first 
two years of the three-year period re- 
quired to be included in a registration 
statement had been certified by an 
individual practitioner who gave up his 
practice to become an executive of the 
registrant. 


II. Other Relationships and Condi- 
tions Resulting in Lack of Independence 

13. An accountant who certified the 
financial statements of a registrant was 
the father of the secretary-treasurer of 
the registrant who was employed by 
the registrant on a_ half-time basis. 
Prior thereto, the secretary-treasurer 
had been employed by the registrant as 
its full-time principal accounting officer. 

14. The wife of a partner of the 
accounting firm certifying the financial 
statements of an investment company 
was secretary-treasurer of the company. 

15. A partner of an accounting firm 
was the brother of the holder of 50 per- 
cent of the stock of proposed registrant. 
The accountant was also counsel for 
the company, and his wife held $35,000 
of its preferred stock. The audit of the 
registrant’s accounts was to be made 
by a branch office of the accounting firm 
in which the partner had only a financial 
interest. 

16. The wife of the accountant who 
had certified the financial statements of 
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Accounting at the SEC 


a proposed registrant was the sister of 
the widow of the founder of the com- 
pany. The widow had inherited 60 per- 
cent of the company’s stock from her 
husband and her son 10 percent. 

17. An accounting firm which cer- 
tified the financial statements of a 
registered investment company had ex- 
clusive custody of the key to the com- 
pany’s safe deposit box. Under these 
conditions the accountants were acting 
as custodian of the securities portfolio 
and were in the position of auditing 
their own work. 

18. An accountant and five persons 
who were the sole stockholders of the 
proposed registrant acquired a_ parcel 
of real estate for the purpose of selling 
or leasing it to the company. The 
total purchase price was $85,000, of 
which $26,009 was paid in cash and the 
balance by a note secured by a mort- 
sage. In addition to providing his 
portion of the cash payment, the ac- 
countant loaned the others $21,000 on 
interest bearing notes to cover their 
share of the down payment. It was 
also provided that the accountant would 
receive 25 percent of any profit arising 
from sale of the property to an outsider. 

19. A certifying accountant, together 
with certain officers of the registrant, 
organized a corporation which pur- 
chased property from the registrant for 
$100,000, giving the registrant $25,000 
cash and a purchase money mortgage 
for $75,000. 

20. Accountants were advised that 
they would lose their independent status 
if a trust created by partners and their 
wives purchased a building occupied by 
a client under a 21-year lease. The 
building was owned by an unrelated 
person and the transaction would have 
involved a substantial sum of money. 

21. The partners of an accounting 
firm were considering investing in a 
financ> operated a 


company which 


1959 


wholly-owned insurance agency to 
arrange insurance on_ the property 
financed. It was contemplated that a 
substantial part of such insurance would 
be placed with an insurance company 
client of the accounting firm. They 
were advised that if the insurance was 
so placed they would not be considered 
independent with respect to their client. 

22. Two of the partners of the ac- 
counting firm certifying the financial 
statements of a registrant were also patt- 
ners of a law firm engaged by the reg- 
istrant to pass upon the legality of the 
securities which were being registered. 

23. A certified public accountant 
who was also a lawyer practiced both 
professions as a partner in separate 
accounting and law firms. Both firms 
were approached by an investment com- 
pany to accept engagements in their 
respective fields. 

21. The wife of an accountant had a 
471% percent interest in one of the three 
principal underwriters of a proposed 
issue by the registrant. 

25. A partner of an accounting firm 
acted as one of three executors of the 
will of a principal officer of a registrant 
and as one of three trustees of a trust 
established under the will. The prin- 
cipal asset of the trust was a substantial 
proportion of the voting stock of the 
registrant. 

26. A partner in an accounting firm 
which audited registrant’s accounts was 
appointed agent in control of certain 
buildings by the trustee for the children 
of the controlling stockholder of the 
registrant. In such capacity the ac- 
countant negotiated a lease with the 
registrant which occupied office space 
in one of the buildings. The partner 
in the accounting firm also acted as 
trustee of a trust for the benefit of the 
wife and children of the controlling 
stockholder. 

[Concluding installment will appear in the 
March 1959 issue.] 
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Administration of a CPA Practice 


Conducted by Max BLockx, CPA 


Control of Office Forms 


The number of forms used by ac- 
countants—tax. accounting and adminis- 
trative—increases as growth and greater 
complexities require. and as efficiency 
dictates. This prevails 
amongst small as well as large practices. 
Control of forms in use is important, 
administrative-wise, for several reasons 
which will be noted. The method of 
control is relatively simple. 

Controls are required for at least 
these purposes: (1) maintenance of sup- 
plies. (2) revisions, as required, and 


condition 


(3) occasional surveys to consolidate 
and weed out obsolete forms. 


FORM STORAGE AND SuppLy. To the 
fullest extent possible. forms should be 
kept in specially devised cabinets or 
files, suitable for ready access. One 
cabinet (or more if necessary) could be 
used for tax forms, such as instruction 
sheets, personal income tax question- 
naires, control sheets, etc. Another cabi- 





Max Brock, CPA (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant's Prac- 
tice of the New York State Society of 
Certified Public Accountants. Ie is a 
lecturer at the Baruch School of Busi- 
ness and Public Administration of The 
City College of New York in the gradu- 
ate course on Accounting Practice. Mr. 
Block is a member of the firm of An- 
chin, Block & Anchin. 
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net or cabinets should be utilized for 
accounting forms, such as the various 
types of confirmation blanks, and an- 
other cabinet for administrative forms 
such as time sheets. expense sheets, and 
other administrative forms. Supplies of 
individual forms should be kept in indi- 
vidual. visibly identified compartments. 
Each compartment should have a label. 
pasted in a conspicuous spot, on which 
should be noted minimum quantity re- 
quirements or other instructions  in- 
tended to insure that no accident will 
occur whereby there may be no forms 
on hand to meet requirements. 


Revision OF Forms. Forms. should 
never be reprinted without first being 
surveyed for improvements. Some 
changes will be necessary because of 
changes in laws or in_ procedures. 
Others may stem from observations of 
areas for streamlining. consolidation. 
or greater efficiency. 

A permanent “form revision” file 
should be maintained. In it should be 
kept. by categories, memos containing 
suggestions for improvements to_ be 
made in specific forms when _ nex! 
printed. These suggestions should be 
contributed, whenever an idea strikes 
one, by principals and staff. Some one 
person should be designated to receive 
the suggestions and to file them by 
related forms. Thus, when reprinting is 
necessary, the “form revision” file is 
first referred to for whatever ideas may 
be on hand. A designated person or 
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Administration of a CPA Practice 


persons should be assigned to attend to 
timely form revision and __ printing 
arrangements. 

After the form has been revised. or 
not. as the case may be, it should be 
circulated amongst those who may have 
a further recommendation to make at 
that time. After exhausting the ‘brain 
trust’ the form is ready to be sent to the 
printer. The quantity to be ordered is 
a practical consideration to be left to 
the person in charge. 

ForM REGISTER AND 
Recorb. It is desirable to have a regis- 


REFERENCE 


ter of forms in use, segregated into the 
three major categories specified, or in 
additional ones where helpful. A scrap 
book or other means of storing one or 
more copies of each form in use should 
be maintained. Thus, with the mini- 
mum effort, one could see a copy of 
any form in use or survey all of the 
forms used in a particular category. 

The form record could contain statis- 
tical data such as quantity printed and 
date. Other related data could of course 
be maintained as desired for other con- 
trol purposes. Forms should be num- 
bered and it might be helpful to use a 
code to distinguish the category of 
form: for example, all tax forms could 
carry the letter T, accounting forms—A, 
and administrative forms—O. 

Regardless of the revision procedures, 
an occasional survey of forms in use 
can be helpful in detecting obsolete 
forms or opportunities for consolidation. 


Staff Questions—by Form or Orally? 
Staff men constantly raise questions 
and that. of course. must be encouraged. 
Nevertheless, some methodology must be 
worked out to avoid interruptions at 
inappropriate moments and unnecessary 
time losses. If men are free to walk into 
a partner’s office or a tax man’s office 
to ask questions, they may walk in when 
occupied or 


that person is intensely 
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fizhting a time deadline. or he may be 
in conference, or he may not be in his 
room at all. Irritations undoubtedly are 
frequent occurrences and, under those 
conditions, the conference, if it is held. 
is probably not as effective as it might 
have been under more - satisfactory 
conditions. 

Personal contacts can be more mean- 
ingful than communication by memo: 
yet that is not always necessarily so, and 
it can be more wasteful of time because 
conversations can go off onto irrelevant 
trails. On the other hand, where ques- 
tion memos are used, as is the case in 
some firms. the following benefits are 
realized from the viewpoint of the per- 
son being questioned: 


(a) He avoids interruptions which 
are irritating, disrupt his trend of 
thought, or deprive him of time urgently 
needed at the moment. 


(b) He may be able to give a fullen 
and more conclusive response if he has 
lime to read the question carefully and 
research for the 


do some response, 


if needed. 


(c) Written questions may be drawn 
up more thoughtfully than “spur-of-the- 
moment” oral questions. In the process 
of writing, and thinking, the writer may 
at that time realize the answer himself, 
or he may determine that the question 
really does not have to be raised. 

From the viewpoint of the ques- 
tioner, timing may be the problem. If 
he needs an immediate response then, 
of course, there is no alternative to an 
oral conference. 

A question and answer form used by 
the firm of one Society member, Irving 
Klubok, is here reproduced as a guide 
for those who may consider the adop- 
tion of such a form. There is quite a 
diversity of such forms in use and prac- 
titioners have wide latitude in designing 
one to fit their particular needs. 
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| [1 FOR YOUR INFORMATION 

| (1 REQUEST FOR FINAL DECISION 

| BE sntuconesenssupeeisenny Wien ictesvecenceil ee 
IFROM: .........2.e-eceeeeeeeees ie 


\Define PROBLEM or state QUESTION: 





| Signed 


The Power of Pride of 

Achievement 

A vice president of the Ford Motor 
Company, Ben D. Mills, in an article in 
THINK Macazine (October 1958), 
makes a few points of interest to 
accountants in their dual capacity of 
employers of men and of advisors to 
employers. 

First, there is an expression of a 
philosophy which, coming from a “free- 
enterpriser” and a “profit-motivated” 
business manager, is an indication of 
the great advancement in the awareness 
by enlightened business executives of 
their social responsibility. An employer, 
it is indicated, is one to whom the 
nation entrusts natural and human re- 
sources, and it is his moral obligation 
to achieve a satisfactory result with the 
two classes of resources. 

Spurred on by this new concept of 
responsibility, some managements have 
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come to realize that pride of achieve- 
ment is the strongest motivating force 
in human beings, except for the natural, 
instinctive force of self-pteservation. To 
capitalize on the power of “pride of 
achievement,” managements are advised 
to observe five major rules, namely: 
management by objectives, delegation 
of authority, accountability, integrity 
and consistency, and reasoned judg- 
ments. 

MANAGEMENT BY OBJECTIVES. Most 
men still work to please the man who 
is their superior, rather than to achieve 
objectives. Even incentive plans, as will 
later be developed, seem to be losing 
favor as production stimulants. Never- 
theless, if objectives are clearly under- 
stood, a personal identification with 
them permits the worker to take per- 
sonal pride in his achievement. 

DELEGATION OF AUTHORITY. When 
authority is delegated, managers are 
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Administration of a CPA Practice 


urged not to rescind the delegation, un- 
wittingly, by excessive direction and 
control. Such action deprives the 
aflected employee of the pride of 
achievement, on his own, with respect 
to the responsibilities assigned to him 
and it inevitably results in a loss of 
morale and effectiveness. 
ACCOUNTABILITY, Satisfactory _per- 
formance must be demanded as a con- 
dition of continued employment. If 
incompetents are retained, it detracts 
from the achievements of the competents 
and hurts morale and results. 
INTEGRITY AND ConsISTENCY. The 
manager must be capable of the greatest 
objectivity in dealing with employees 
and his integrity must be beyond re- 
proach. Consistency, except where 
change is logically required, is one of 
the greatest virtues of a leader. 
REASONED JUDGMENTS. Arbitrary de- 
cisions are deemed destructive of morale 
as they violate the understanding, au- 
thority, and accountability of the people 


involved. Decisions should be reached 
by agreement between the parties 
involved. 


The Decreasing Value of 

Pay Incentives 

Incentive pay, relating compensation 
to production, has achieved rather ex- 
tensive acceptance despite the many 
problems encountered in determining 
and justifying fair norms. The time has 
come for a reconsideration of ihe incen- 
tive-pay system in the light of two 
factors, to wit, the considerable changes 
in the methods of production and man- 
agement, and the realization that there 
are other stimulants of production that 
may be equally or more effective. 

The increase in mechanization and 
automation of production efforts has re- 
duced the role of the individual worker, 
in many instances, to that of an observer 
and “button pusher.” The individual’s 
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part in stepping up output is generally 
ineffectual in the very modern factory. 
Moreover, mass production, production- 
line operations require more the meet: 
ing of quotas on a specified time sched- 
ule than surpassing them. Excess pro- 
duction, oddly, might snarl up_ the 
planned flow of goods into and out of 
the plant. 

Other incentives to increased produc- 
tivity have been discovered. Amount of 
compensation, within reasonable limits, 
is subordinated by some workers to 
other benefits. Pleasant working condi- 
tions, humane consideration, job secur- 
ity and stability of earnings, possibilities 
of financial and job advancement, and 
opportunities for the realization of pride 
of achievement, are potent forces for 
employee satisfaction and efficient out- 
put. Management must now be suffi- 
ciently qualified, by knowledge of peo- 
ple as well as of methods, to be able to 
get results without having to pay 
premiums therefor. 

The problems of incentive pay are 
such that their elimination might be a 
boon to many managements and not 
necessarily detrimental to employees. 
First, incentives create inequalities in 
pay between the semi-skilled and skilled 
workers that are not easily and economi- 
cally adjusted. Second, many employers 
have found that the opportunity of mak- 
ing a few more dollars a week just is 
no incentive at all for many workers. 
Third, much time is lost in working 
out incentive plans and later in justify- 
ing them and in dealing with grievances. 
Fourth is the fact that clerical require- 
ments for calculating incentive compen- 
sation are time consuming and costly. 
The savings in administration cost could 
well be passed on to the workers. 

Where incentives, such as fringe bene- 
fits, are utilized on white collar jobs, 
it has been found that their benefits are 
evanescent. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 


Independent Contractors 


Service performed by an “independ- 
ent contractor” is not employment on 
which the employer is taxable by New 
York State for unemployment insurance 
contributions. Even though the statute 
does not define the term clear tests to 
distinguish between an employee and 
an independent contractor have emerged 
over the years from court 
dealing with a wide variety of occu- 
pations and circumstances. 


decisions 


To establish that a person is an in- 
dependent contractor it must be shown 
that he is free from any direction or 
control in performing his services, and 
that the person engaging his services 
has no right to direct or control the 
manner in which he performs them, but 
is interested only in the completion of 
the contract. The mere designation of 
an individual as an independent con- 
tractor, however, is not decisive. As was 
pointed out in Appeal Board Case No. 
49,346-55: 





SAMUEL S. REss, an associate member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society's 
Committee on New York State Taxation 
and chairman of its Subcommittee on 
Unemployment Insurance. 
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. . In applying the test of right 
of supervision, direction and control, 
to the enforcement of the statute some- 
thing more is required than merely a 
consideration of labels, unless the par. 
ties themselves are content to rest on 
such labels. The written agree. 
ments are always evidence of the in. 
tent of the parties. In the event of a 
controversy however they are not con- 
clusive . . .” 

The rationale of the above decision 
was applied in Case No. 56,365-56, 
handed down by the Unemployment In- 
surance Appeal Board, where it was 
stated : 

“We regard the failure of the des. 
ignated employer to come forward with 
evidence to disprove ,the intent of 
the parties expressed in the contract 
as an indication that it is content to 
rest thereon for determination of its 
status. It is our opinion that no con- 
troversy arises, unless the designated 
employer, which has it within its power 
to do so, submits countervailing evi- 
dence. In the absence of contro- 
versy as to supervision, direction and 
control, it is conclusive on the parties 
thereto, and the Industrial Commis- 
sioner in affixing tax liability may rest 
on their choice... .” 


Under the circumstances. while a 
properly drawn written agreement 


should be made when an employer en: 
ters into an independent contractor 
relationship with another party, should 
a controversy arise at a future date 
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as to the obligation of the employer 
0) make unemployment insurance con- 
tributions to the State of New York. 
as well as to the Federal government. 
the employer must be prepared to come 
forward with evidence of the manner 
and ways in which the written agree- 
ment was actually performed so as to 
support the employer's contention. 

A case that went up to the Court of 
\ppeals twice and was the subject of 
many before 
it was finally the 
status of the commission salesmen en- 
gazed by the Electrolux Corporation 
(288 N. Y. 440, reversing 262 Appel- 
late Division 642, which in turn had 
reversed Appeal Board Case No. 1580- 
30). Prior to July 1, 1938, there was 
a concession that the Electrolux sales- 


contradictory decisions 


decided. involved 


men were employees and not independ- 
ent contractors. However, after July 1. 
1938, a new wrilten agreement was en- 
tered into by the corporation with the 
commission salesmen which provided 
that the commission salesmen were to 
be independent contractors and that in- 
to salesmen by sales mana- 
capacity 


structions 
gers were in advisory only. 
The contract provided that the salesmen 
were free to accept or reject company 
suggestions as to handling and selling 
product. The company 
nated salesmen as independent contrac- 
tors, without limitation or requirement 
business. 


forms desig- 


as to itineraries, volume of 


hours, selling methods, ete. A group 
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The 


was terminable without cause 


bonding plan covered salesmen. 
contract 
on thirty days notice. In practice. the 
salesmen were assigned to a group of 
salesmen under the jurisdiction of a 
leader who received overriding commis- 
Daily held in 
which the salesmen were indoctrinated 


sions. meetings were 
in selling methods and _ selling clinics 
were conducted. They 
to a particular territory. furnished with 
a sample “cleaner.” and received re- 
in prize selling 


were assigned 


wards for proficiency 
contests. Company literature instructed 
details 
and Orders 
tained on company forms on 
ing terms and the sales were subject 


salesmen in minute in selling 


demonstration. were ob- 


fixed sell- 


lo company approval and _ verification. 
Trade-in allowances were subject to a 
fixed schedule, and the salesmen were 
paid weekly on weekly reports sub- 
mitted. 

It was held as a matter of law that 
the salesmen were employees and not 
independent contractors because — the 
right to terminate the contract on short 
notice and the erection of a system of 
moral sanctions and indirect compul- 
sion effectively regimented activities of 
salesmen to a pattern of minute and 
the 


The expressed desires of the 


detailed control desired by com- 


pany. 
employer though couched as _ sugges- 
effective as outright 


tions were as 


demands. 
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Federal Income Taxation 


Decisions and Rulings — Ricuarp S. HEtstein, CPA 


Commentary 


— Committee on Federal Taxation 


Chairman, HERBert M. Manpe.tit, CPA 


Decisions and Rulings 


Practice Before the Internal 

Revenue Service 

The proposed regulations on practice 
before the Internal Revenue Service 
were published in the Federal Register 
of October 4, 1958. The purpose thereof 
was to amend, reconstitute and consoli- 
date Circular 230, the last previous 
revision of which had been January 5, 
1951. Subsequently, on October 31, 
1958, two additional revisions were pro- 
posed which were reported in this De- 
partment in the January 1959 issue of 
the NYCPA. The two latter proposals 
concerned enrollment by examination of 
tax practitioners who were neither 
CPAs, attorneys nor former IRS em- 
ployees, and the representation of a 
taxpayer at the examination level by one 
who prepared the return even though 
not enrolled to practice before the 
Treasury Department. 

The final regulations were published 
in the Federal Register of November 
29, 1958 and became effective December 
30, 1958. They apply to all unsettled 
matters pending before the IRS at that 
date and, of course, to all new proceed- 
ings on or after that date. 
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The final regulations, as published, 
include the proposal to enroll through 
examination those individuals described 
above (Section 10.3(e)). They have 
omitted the proposal to allow represen- 
tation without enrollment, but the an- 
nouncement of adoption of the new 
regulations states that further considera- 
tion will be given to it. 

Equally important is the omission of 
two proposed sections dealing with fee 
statements. In Circular 230, Section 
10.2(y), and in the proposed regula- 
tions, Section 10.37, there were strictly 
enforced rules covering fees, contingent 
and otherwise. In Circular 230, Sec- 
tions 10.2(y)(1) and (2) there were 
set forth conditions under which con- 
tingent and stated fees could be set. 
Substantially similar provisions appear 
in both the proposed and final regula- 
tions under Section 10.37(a) and (b). 

However, there were two additional 
requirements in Section 10.2(y) (3) 
and (4) of Circular 230 and _ Section 
10.37(c) and (d) of the proposed regu- 
lations which have been omitted in the 
final regulations published in the Fed- 
eral Register. These provisions re 
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Federal Income Taxation 


quired that all contingent or partially 
contingent fees be reported directly to 
the Director of Practice in a formal 
statement, and that a statement with 
regard to fees accompany any powers 
of attorney or notice of appearance filed 
with the Internal Revenue Service. 

Because of their omission from the 
fnal regulations, it would appear that 
ihe requirements for fee statements are 
no longer in effect as of December 30, 
1958 although the rules governing fees 
themselves are still in effect. Because of 
the fact that on September 24, 1958 the 
Director of Practice issued a special 
notice that requirements for fee state- 
ments under Circular 230 must be ob- 
served, your departmental Editor wrote 
to the Director of Practice asking 
whether it was the intent that the filing 
of fee statements was no longer required. 
In his reply, Mr. Lea stated that 
although the filing of fee statements was 
no longer required under the revisions 
of Circular 230, 

“...the requirement for the filing of 
contingent fee agreements eliminated by 
the revision of 230 has not been elimi- 
nated from the Conference and Practice 
Requirements. The latter are separate 
regulations. 

“The matter of eliminating such re- 
quirement from those regulations is now 
under consideration. We do not at this 
writing know when the final decision 
will be handed down in respect thereto. 
But, until final action is taken, it may 
be misleading not to invite attention to 
that pending situation.” 





RicHarp S. Hetstern, CPA, has been a 
member of our Society since 1940. He 
isa member of the Committee on Fed- 
eral Taxation and of the Committee on 
Publications. Mr. Helstein is associated 


with J. K. Lasser & Co. 
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Supplement S Corporations 


In the Commentary section of this 
department appearing in the January 
1959 issue, there was a discussion of 
whether real estate corporations were 
eligible to elect to have their income 
taxed to their stockholders in view of 
the fact that more than 20 percent of 
their gross receipts stemmed from rent. 
It was pointed out that the Senate Com- 
mittee Report indicated that it was not 
intended that corporations whose gross 
receipts were derived from “forms of 
passive income” were to be eligible. 

The Commissioner has clarified his 
position by indicating that where the 
gross receipts from rent are earned by 
services in addition to charges for lodg- 
ing in the operation of a hotel or a 
motel, such income will not be con- 
sidered “rent” as used in Section 1372 
(e) (5). 

In answer to other questions sub- 
mitted to it in connection with Supple- 
ment S corporations, the Commissioner 
has stated that a bank or a licensed 
personal finance company which derives 
more than 20 percent of its gross re- 
ceipts from interest is not eligible. 


In determining the number of share- 
holders for limitation purposes (there 
can be no more than 10) and for elec- 
tion purposes, where stock is community 
property of a husband and wife, or 
where it is held by co-owners, tenants 
by the entirety, tenants in common, 
joint tenants, or where stock is owned 
by two or more minors but held by a 
guardian, each individual is counted as 
a separate stockholder. If the stock is 
held by a testamentary trust, the cor- 
poration is not eligible. If the stock was 
held by an estate, which subsequently 
transferred the stock to a testamentary 
trust, the election terminates at the 
time of transfer. Stock held in trust for 
a minor under the “Uniform Gifts to 
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Minors 


hut is considered owned by the indi- 


Act.” is not considered a trust 


vidual minor. 

With regard to classes of stock. the 
that there 
is more than one class of stock author- 


Commissioner holds where 
ized (e.¢.. preferred and common) but 
only the common has been issued. the 
corporation will be treated as having 
only one class of stock outstanding until 
the preferred is issued. Where there are 
two classes of common stock with dif- 
ferent voting rights. the corporation will 
he considered as having more than one 
class of stock outstanding and therefore 
will be ineligible. However. where the 
two classes of stock each have the same 
rights except that each class has the 
right to elect one-half the members of 
the Board of Directors. the corporation 
will be considered to have only one class 


of stock. (T.I.R. #113. 11/26/58.) 


Payments of Deficiencies 

Before Assessment 

In view of the many conflicting deci- 
sions and the volume of litigation aris- 
ing because of the consequences of the 
payments of deficiencies before they are 
assessed NYCPA. 
May 1957. October 1957 and January 
1959 ) 
stat nent setting forth his position with 


(see discussions in 


the Commissioner has issued a 


regard to the situation. 

Where an advance payment is made 
ajter the mailing of a 90-day letter. the 
tax will be assessed by the Service upon 
receipt of the payment. This advance 
payment will not affect the jurisdiction 
of the Tax Court over the deficiency. 
If an advance payment is made before 
the mailing of the 90-day letter. and the 
deficiency can be determined by the 
Commissioner. assessment will be made. 
In such a case. no deficiency will exist 
and the Tax Court will have no juris- 
diction. Therefore, no 90-day letter will 


be issued, 
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If an advance payment is made before 
the mailing of a statutory notice of def. 
ciency, and the Service is unable to 
ascertain the amount of the deficiency 
at the time the payment is received, no 
assessment will be made but the advance 
payment will be treated as a deposit 
made in the nature of a cash bond for 
the payment of tax thereafter found to 
be due. As such it will have no effect 
upon the computation of interest nor 
upon the running of the statute of limi- 
tations for filing a claim for refund. In 
such a case. the taxpayer will be placed 
certified mail as of the 
status of the payment. At such time as 


on notice by 


the deficiency is determined. assessment 
will be made and the advance payment 
applied as payment of tax and interest 
on the date of the assessment. Upon 
request by the taxpayer. the “deposit” 
will be returned to him without interest 
at any time prior to assessment of the 
deficiency. 

In the first two cases of prepayment. 
the remittance will be applied consistent 
with 
interest which is made by the taxpayer. 


any designation as to tax and 


Interest will be assessed at the same 
time as the tax is assessed in all cases. 
Thus. prepayment of tax, where the 


deficiency cannot be determined, will 
not stop the running of interest. No 
interest will be allowed on advance pay- 
ments or portions thereof which are re- 
funded to taxpayers prior to assessment. 
Advance payments which are applied 
against assessed tax or interest. will be 
treated in the same manner as any other 
interest will be 
allowed upon any resulting overpayment 


assessed amount. and 
determined. 

The effective date of this procedure is 
December 1. 1958. 
IRB 1958-46, 34.) 


(Rev. Proc. 58-18. 


Travel Expenses 
Where a_ taxpayer 
mileage and per diem allowances from 


who — receives 


February 
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his employer spends less than the full 
allowance on deductible business — ex- 
yenses. the unexpended portion should 
be taken into account in determining 
whether a declaration of estimated tax 
is due. unless there has been withholding 
on such amounts. 

Even though the taxpayer may expend 
the full the 
which the allowance is spent may not 
For 


allowance, purposes for 
constitute “deductible expenses.” 
example. transportation to and from 
business and board and lodging are not 


deductible unless incurred in travel 
“away from home” on a “temporary” 
assignment. If the assignment is an 
“indefinite” one (i.e.. where its termina- 
tion is not foreseeable within “a fixed 
and reasonably short period of time”) 
or a “permanent” one, such expenses 
are not deductible because the taxpayer 
is not considered as traveling “away 
from home.” The Service cautions that 
“it must be recognized that employment 
which is originally temporary may be- 


come indefinite.’ 


Commentary 


Possible Pitfall in Using Form 7004 


At least one Internal Revenue Service 
region is currently applying a unique 
approach to the calculation of interest 
for corporate taxpayers who secure CX- 
tensions for filing Form 1120 by use of 
Form 7004. Under this interpretation. 
the Service is regarding Form 7004 as 
a “return” for the purpose of determin- 
ing the prescribed payment dates for 
lax. 


Under Section 6601(c¢)(2)(B). any 
portion of the tax for a year not shown 
on the return is considered due on the 
statutory due date of the return. irre- 
spective of extensions. for the purpose 
of computing interest. Thus, if a Form 
7004 is filed showing an estimated tax 
lower than the final tax shown on the 
1120. Form 7001 
return for the 
setting tax due dates. interest would be 
due on the full amount of the difference 
for the period from the original due 
date of the return until the time pay- 


Form and is con- 


sidered a purpose of 


ment is made. 


This may be illustrated as follows: 
On March 15, 1959 a corporation files 
a Form 7004, showing a total estimated 
tax due of $80,000. It pays $40,000 
with the Form 7004, On June 15. 1959 


1959 


the corporation files Form 1120 showing 
a tax of $100,000. With Form 1120 the 
corporation remits the — balance of 
$60.000 due ($100.000 less the $40.000 
paid with Form 7001). 

Under these facts. if the Form 7004 
is regarded as a return, the Internal 
Revenue Service would apply the privi- 
lege of paying tax in instalments only 
to the $80.000 balance shown on the 
Form 7004, not to the $20.000 
amount which was not reflected on Form 
7004. Therefore. this amount of $20,000 
would bear interest from March 15. 
1959, notwithstanding the fact that had 
the corporation filed its Form 1120 on 
March 15. 1959 it would have been re- 
quired to pay only $50,000 at that time 
and $50.000 on June 15. 1959, 


and 


This position appears to conflict with 
the instructions on the reverse side of 
Form 7004, the last paragraph of which 
reads: “Interest at the rate of 6 percent 
per annum will be due on any amount 
by which the first instalment 
the estimated instalment. In- 
from the original due 
the corporate return to 


correct 
exceeds 
terest accrues 
date for filing 
the date of payment of the difference.” 
However, it is understood that the in- 
structions on Form 7004 may be revised 
to make clear that the instalment privi- 
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lege is limited to the tax shown on 
Form 7004. 

The tax committee of the AICPA has 
filed a protest to this approach and has 
recommended a_ clarifying statement 
from the Internal Revenue Service which 
would make it clear that the instalment 
privilege applies to the full tax shown 
on Form 1120. However, until this 
matter is clarified caution should be 
exercised in estimating the tax to be 
shown on Form 7004. The fairly com- 
mon practice of paying an amount in 
excess of half the estimated tax with 
Form 7004 should be discouraged. If 
the taxpayer wishes to pay an amount 
in excess of half of the total estimated 
tax, the estimate on Form 7004 should 
be increased to twice the amount paid 
so that the instalment privilege would 
apply to the maximum possible amount 
of tax. 


Security Trading Poses Problems 

for Charitable Foundations 

The Internal Revenue Service is con- 
tinuing its policy of a stricter view with 
respect to charitable foundations, either 
in corporate or trust form, that are in- 
volved in the stock market. They have, 
of course. for some time frowned on 
foundations with extensive stock trad- 
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ing. In the case of Randall Foundation, 
Inc. v. Riddell, 244 F.(2d) 803, CA.9 
(1957), a foundation with very exten. 
sive stock trading in speculative securi- 
ties was denied exemption. The Service 
is relying heavily on this case, to the 
point where any short-term security 
trading by a foundation has become 
dangerous. 

Recently, the Service has taken fur. 
ther steps in this general area by rais. 
ing objections to brokerage accounts 
maintained by foundations, and to 
nominee ownership of foundation securi- 
ties. In an exemption letter issued a 
short time ago. the following paragraph 
appeared: 

“Your tax exempt status may be jeop- 

ardized if you continue to maintain a 
regular cash credit balance account with 
a brokerage firm.” 
In the case involved, the foundation had 
few security transactions, but did main- 
tain a brokerage account with a credit 
balance. In the light of this, it would 
seem prudent for a foundation to avoid 
the use of a regular brokerage account. 
and to maintain all of its cash in a bank 
account, with transfers into and out of 
a brokerage account only when necessi- 
tated by a security transaction. 

As stated above, the Service also ob- 
jects to nominee ownership of a founda- 
tion’s securities, and extends this objec: 
tion to the common practice of having 
securities in a brokerage account car- 
ried by the firm in street name. If the 
foundation’s securities are registered in 
its own name, and are simply left on 
deposit with a brokerage firm for safe- 
keeping in an account with no balance, 
there should be no objection from the 
Service. Unfortunately, registering the 
securities in the name of the foundation 
entails a great deal of red tape. There 
is one way to avoid this problem. If 
the foundation establishes a custodian 
account with a recognized bank, the fact 
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Federal Income Taxation 


that the bank carries the securities in 
the name of its nominee will not, accord- 
ing to the Service, create any problems 
for the foundation. 


Depreciation Deduction and 
Short-Term Reversionary Trusts 


In the December 1958 issue, this de- 
partment commented on the deprecia- 
tion deduction allowed to beneficiaries 
of estates and trusts. Our attention has 
heen brought to a question concerning 
the apportionment of the depreciation 
deduction in the case of a ten-year re- 
versionary trust where the income of 
the trust is not taxed to the grantor. 

The particular case involved a trust 
whose corpus consisted primarily of 
real property. The trust instrument 
contained no specific direction covering 
the establishment of a reserve for depre- 
ciation out of income. Nor did the in- 
strument specifically direct the appor- 
tionment of the income tax deduction 
for depreciation as between principal 
and income. The instrument did, how- 
ever, provide that the income currently 
distributable to the income beneficiary 
was to consist of the cash income real- 
ized from the property less the amount 
of the current payments for mortgage 
amortization. Let us assume the follow- 
ing amounts for the year in question: 

Cash ‘income’ of the property.. $15,000 
deduction 


Annual depreciation 


for income tax purposes..... 5,000 
Annual mortgage amortization. . 5,000 


The question is raised as to the effect 
of the depreciation deduction allowable 
for tax purposes. 

In preparing the fiduciary income tax 
return, the amount entered in Column 3 
of Schedule C as the “amount of income 
required to be distributed currently” to 
the beneficiary, would be $10,000 which 
is the amount of distributable income 
under local law ($15,000, less $5,000, 


the mortgage amortization to be charged 


1959 


against income under the terms of the 
instrument). The total income of the 
trust for fiduciary accounting purposes 
would be $15,000 since under local 
trust law (New York), unless specified 
in the trust instrument, no charge could 
be made to income for depreciation. Of 
this $15,000 of income, therefore, 
$10,000 is distributable to the income 
beneficiary and $5,000 would be re- 
tained for the benefit of the remainder- 
man (grantor). 

Regulations Section 1.167(g)-1(b) 
provides that the allowable deduction 
for depreciation for federal income tax 
purposes is to be apportioned (in the 
absence of a depreciation reserve) be- 
tween the income beneficiary and the 
trustee on the basis of trust income 
allocable to each. It would appear. 
therefore. that the $5,000 depreciation 
deduction for income tax purposes 
would be allocable 24 to the income 
beneficiary and '% to the fiduciary. The 
beneficiary would, therefore, pay tax on 
$6.666.67 of the trust’s income, while 
the income taxable to the grantor would 
equal $3,333.33. It may appear to be 
an anomaly that the grantor of the trust 
would be taxable on the $3,333.33 which 
he does not even receive. These results. 
however, necessarily follow from the 
direction contained in the trust instru- 
ment that the mortgage amortization 
payments be charged to income. 

This problem, if foreseen, could have 
been successfully avoided, under the 
given set of facts, by inserting in the 
trust instrument the specific direction 
that the trustee maintain a depreciation 
reserve equal to the depreciation de- 
ductible for tax purposes and use such 
reserve, to the extent thereof, to pay the 
mortgage amortization. In that case. 
the income beneficiary would not be 
entitled to any share of the depreciation 
and would be taxed on the full $10,000 
received by him. There would be no 
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income taxable to the grantor. (See 


Regulation Sections 1.167g-1(b) and 
1.671-3(c).) 
\ different fact 


course. vary the result. If. for example. 


pattern would. of 
the annual depreciation deduction were 
less than the annual mortgage amortiza- 
tion. the grantor of such a short-term 
reversionary trust could not avoid being 
taxed on such difference even though a 
similar clause was added to the instru- 
Thus. if the amounts were: 
$15,000 


ment. 
Cash ‘income’ of property 

Annual tax depreciation deduc- 

5,000 


6,000 


tion 


Annual mortgage amortization. . 
the income beneficiary would be taxable 
on $9,000 
payments. per instrument ) 


grantor on $1,000. 


amortization 
the 


less 


(income 
and 


Treatment of Estimated Future 

Improvements by Dealers in 

Real Estate 

Real estate dealers selling lots from 
larger tracts are usually obligated to 
make certain improvements upon the 
tract such as roads. water mains. recrea- 
tional facilities and similar items. These 
improvements are made over a period of 
years and may not be completed while 
sales of lots are going on. The question 
then arises as to how the dealer is to 
compute the basis of lots sold before 
the improvements are completed. 

In Mim. 1027. XUI-1 CB 60 (1933). 
the Commissioner set forth his require- 
ments for the allowance. as additions to 
future im- 
provements to real estate. The mimeo- 


basis. of estimated costs of 


graph provided for the submission of 
certain information including a descrip- 
tion of the proposed improvements. the 
period of time necessary for their com- 
pletion, and the method used in estimat- 
ing the expenses. It further provided 
that if after a five-year period, part of 
the estimated costs remain unexpended, 
the tax liability for each of such prior 
years should be recomputed. The Com- 
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missioner. upon application, is em 
powered to extend the five-year period, ? 
\s a further prerequisite, the taxpayer 
was required to execute Form 921 which 
is a consent extending the period of 
assessment until one 
year after the expiration of the five-year 


limitation upon 
period, 

The case of Cambria Development 
Co.. 34 BTA 1155 (1936). casts some 
doubt on the requirements laid down in 
Mim. 4027 as a prerequisite to the 
allowance of a reserve for future im 
provements. This case involved the tax 
year 1931. The Commissioner had dis. 
allowed the estimated expenses because 
the conditions outlined in the mimeo- 
eraph had not been complied with. The 
tax court rejected this position. because 
Mim. 4027 had not been issued unt! 
1933, and was not by its terms made 
retroactive. The court further said that 
it seriously doubted its validity since 
the inclusion of future expenditures in 
cost has been held to be a matter of 
right. Of course. this language was not 
necessary for the decision and reliance 
unknown factor. The 
Commissioner his non-acquie 
scense the following year (1937—1 CB 
31). 

In a relatively recent case, The Colony 
Inc., 26 TC 30 (1956). the taxpayer 
was allowed to include the reserve for 


upon it is an 
issued 


future improvements in the basis of the 
property. [t does not appear that Mim. 
4027 was complied with in the case, 
nor does it appear that the Commis 
sioner made an issue of it. 

Research has failed to indicate that 


the mimeograph has been revoked and 
Form 921 is still available in the Inter- 
nal Revenue offices. Accountants seeking 


to establish reserves for estimated ex- 
penses for dealers in real estate should 
be aware of the existence of Mim. 4027 
and ascertain whether compliance with 
it is necessary in their particular cases. 
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